Sinking Funds and Reserve Accounts. 
By James T. Anyon, C.P.A. 


Under this heading Mr. Seymour Walton, in the October 
number of THE JOURNAL oF ACCOUNTANCY, starts out by saying 
that “there is no subject on which there seems greater need of 
clear thinking than that of sinking funds and their relation to 
reserve accounts,” and then proceeds to quote a number of writers 
and authorities as to the definition and nature of sinking funds, 
including Dicksee—who, by the way, appears to be quoted far too 
often as an authority on advanced accounting subjects; it seems 
difficult to understand why. While he probably possesses excel- 
lent views on general accounting and auditing matters and may 
be considered a fair authority thereupon, he is sadly lacking in 
depth, and at times takes no pains to disguise this fact. When 
therefore he becomes “uncertain in his utterances,” as Mr. 
Walton says, and speaks in a mysterious way of sinking funds 
generally, it may be taken for granted that he is not too well 
acquainted with his subject. 

The argument running through Mr. Walton’s paper is that 
sinking funds have no relation whatever to Reserve Accounts and 
that it is wrong and unnecessary to set up a reserve as a credit 
against the bonds and securities held for the sinking funds. If 
by Reserve Accounts he means the reserves usually employed to 
take care of possible losses on certain assets, such for example as 
provision for bad debts, depreciation, and other disappearing val- 
ues (and his reasoning would imply this), all his arguments are 
needless ; for it does not appear that anyone ever claimed that any 
such reserves should be set up against sinking funds assets. Mr. 
Walton is clearly confounding aa ordinary reserve account with 
a sinking fund credit account, two things which have no relation 
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whatever to each other. If, however, he means that in good 
accounting no credit of any kind should be set up to represent the 
sinking fund assets, and no corresponding debit be made to 
Profit and Loss Account, he is correct theoretically, but wrong 
from a practical accounting standpoint. While it may be argued 
that it is not needful to make this debit to Profit and Loss and 
credit to Sinking Fund in all cases, it is never the less a fact that 
there are times and conditions when it is necessary to do this to 
give effect to the sinking fund provisions. Let us proceed to 
examine these in theory and practice. 

A sinking fund, or perhaps, more correctly speaking, a debt 
extinguishment fund, is created by setting aside certain assets 
usually in yearly installments and letting them accumulate at 
interest for the purpose of liquidating debt, such for example as 
a bond issue, falling due at a future time. This is usually accom- 
plished by utilizing a portion of the yearly profits of a corporation 
having such a debt, such portion being the amount of sinking 
fund installment provided in the case of a bond issue by the deed 
of trust. To carry out the sinking fund provision in theory and 
practice the installment of profit here referred to should be taken 
and invested in such securities as may be permitted, including a 
company’s own bonds, and these held by the company or trustees 
for the bondholders for the specific purpose named; that is, as 
part of a fund for the redemption of the future debt. 

In the books of the company these investments as made from 
time to time, should be charged to their respective investment 
accounts under the general heading of Sinking Funds Investment 
Account. All interest accumulations on these securities should be 
treated as part of this fund to be in turn invested from time to 
time. In this manner,—provided the sinking fund annual install- 
ment has been properly fixed, and the yearly amounts regularly 
invested along with the interest accumulations,—we have at the 
time the debt becomes due liquid assets (not part of the working 
capital of the business, but separate and distinct in every way) 
sufficient to pay the debt and available for this purpose, and when 
so utilized the debt disappears (and the sinking fund assets like- 
wise,) and the company is in the position of having properly and 
fully carried out all its obligations in this respect. If the install- 
ments should have been invested in the company’s own bonds, 
either by purchase in the open market, or by annual drawings as 
is sometimes provided in the trust deed, the situation is not in any 
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way altered, except that instead of realizing the sinking fund 
investment at the time of maturity and paying off the debt, the 
bonds are cancelled and the obligation disappears. 

Now during the whole of this process it was not absolutely 
necessary to make any credit to sinking fund account, reserve 
account, or any other such account, neither was it needful to make 
any charge against profit and loss account, although the trust 
deed stipulated in the usual way that the sinking fund installment 
should be provided out of the annual profits of the company. The 
terms in relation to the sinking fund provisions had been strictly 
carried out without these entries. One account only was needed ; 
viz, Sinking Fund Investment Account, standing on the assets 
side of the ledger and showing at any time the total accumulations 
of this fund to be applied at the right time to the redemption 
of the debt shown on the other side. This is an example of a 
company whose position is sound, where its net earnings are 
available each year and can be applied without any impairment of 
its financial position to the payment of its fixed charges, sinking 
fund installments, and other purposes, and where it has been 
shown that under such circumstances it was not absolutely neces- 
sary to charge profit and loss account with the installments in 
order to give effect to the sinking fund provisions. 

There are, however, numerous cases where such satisfactory 
conditions do not exist, where the whole of the earnings are 
required for other purposes; such for example as making addi- 
tions to plant and machinery, carrying a larger inventory or in- 
creasing the general working capital, and where for these reasons 
the money needful for sinking fund installments could not be 
immediately spared. Under these conditions and to give proper 
effect to the sinking fund obligation, it has been customary for 
accountants to interpret the sinking fund clause in the trust deed 
literally and charge profit and loss accounts with the amount of 
the annual installment just as if it were a regular fixed charge, 
and credit sinking fund account on the oppsite side. Now it is 
at this point that the misconception of what this sinking fund 
charge actually is seems to arise. It is often regarded as a fixed 
charge similar to interest or taxes, whereas it is not such a charge 
in any sense of the word. It is a debit made to Profit and Loss 
or Surplus Accounts for the specific purpose of transeferring part 
of the profits from Profit and Loss or Surplus Account to a 
special account which we call Sinking Fund Account, to keep 
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them apart so that such profits need not be used or considered 
available for the payment of dividends, at any rate for the time 
being. 

In this way it is quite proper to debit Profit and Loss account, 


or better still Surplus Account, in order to make this transfer, with 


the amount of the installment and to credit the installment to 
sinking fund account on the opposite side. In fact it is good 
accounting to do this, for these entries have the effect of showing 
the exact status of both the sinking fund investment account and 
the sinking fund account. The former is a debit and shows at any 
time the total amount of the installments actually invested, while 
the latter is a credit and shows the total accumulations which call 
for investment. One should correspond with the other and if 
not the investment has not been made to the full extent. Mr. 
Walton’s contention therefore that “ there is absolutely no reason 
for any reserve account as a credit ” in dealing with sinking funds 
is evidently based on a false impression of the relation of such 
funds to a proper accounting system. The amount charged to 
profit and loss account is not credited to sinking fund investment 
account, as Mr. Walton seems to infer, thereby extinguishing that 
account and leaving nothing in the books to represent the securi- 
ties actually in hand. 

Now while these sinking fund amounts are set on one side for 
the purpose named, they nevertheless form part of the general sur- 
plus of the company, and are available at the right time for 
disposition the same as the rest of the accumulated earnings. Let 
us examine this by a practical illustration. 

A company starts business with a capital of $1,000,000, a 
bonded indebtedness of $250,000, and the requisite plant, machin- 
ery and working capital to enable it to do a profitable business. The 
bonds are twenty year bonds, bear five per cent interest per annum, 
and the deed of trust stipulates that there shall be a sinking fund 
for the redemption of said bonds to be provided out of the profits 
of the company, of such an amount each year as invested at 4 per 
cent along with the interest accumulation will aggregate a fund at 
the end of the twenty years sufficient to redeem the bonds. 
According to this the company must invest out of its profits each 
year for sinking fund purposes the sum of $8,395 which is the 
correct amount on a 4 per cent basis and which becomes the 
annual sinking fund charge or installment. The company works 
successfully, earns an average profit of $90,000 per annum, after 
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providing for depreciation, bad debt reserve, and all other 
expenses, pays dividends of 6 per cent per annum on its capital 
stock, and regularly invests its sinking fund installments as pro- 
vided in the deed of trust. At the end of the twenty years it 
stands in the following position : 


BALANCE SHEET. 
ASSETS LIABILITIES 


yable 
Sinking Fund Account. 
Surplus Profits 
Sinking Fund Inv. Acct. 
Investments out 


of Earnings. ..$167,900 
Investments of 


1,500 250,000 


$1,750,000 


$1,750,000 


The above account clearly shows that the annual sinking fund 
installments of $8,395 per annum have been regularly invested ; 
that the income from these investments has in turn been invested ; 
and that the aggregate of these is enough to pay the bonds at 
maturity. When this is done the balance sheet in other respects 
will stand just the same with the exception that the sinking fund 
account and surplus will appear as one account as follows: 


BALANCE SHEET. 


ASSETS LIABILITIES 


Patent Rights, Goodwill, Capital $1,000,000 
Accounts Payable 150,000 
Surplus 


$1,500,000 


In other words, there being no further use for the sinking 
fund account on the credit side of the balance sheet, the amount 
becomes merged in the general surplus account, becomes part of 
it, which it always has been, having been put on one side only for 
a temporary purpose and with a special object in view. As a 
matter of fact, the sinking fund credit might be claimed to be, at 
all times, nothing more than a memorandum account, a transfer 
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from one surplus to another, and while it might be argued that 
it is not absolutely necessary to maintain it as part of a general 
accounting system, it is nevertheless important to give effect to 
it, and particularly in cases similar to those referred to in this 
paper. 

There seems to be a general misconception on the part of many 
business men, and even some advanced accountants, as to the 
nature and uses of sinking funds, and the exact part they play 
in financial and accounting matters. It is not at all an uncommon 
thing in the annual accounts of a corporation to bring down the 
profits and deduct therefrom the fixed charges and the sinking 
fund installment and call the balance the “net profits for the 
year.” This is an illustration of the misconception referred to, 
for it is clearly evident that the net profit for the year is not the 
balance after deducting the sinking fund installment, but before 
deducting this sum. This practice may not seem to some of 
material importance, but it is important in many respects. Besides 
being wrong in itself, it is the cause of errors arising in regard to 
stating the percentage earned on the stock of a company, and 
which might tend to affect the market value of the investment. 
It is possible by this method of treatment to show a loss on a com- 
pany’s operations, whereas actually a profit has been the result, 
and in other respects the method is misleading. The fact of the 
matter is, the general idea prevails that where profits are used 
for the benefit of the sinking fund they have disappeared and 
gone for all time, like payments for interest or any other fixed 
charge. The profits have not gone. They have been used merely 
to pay a debt, and in this way exist as profits just the same, only 
in another form of asset. Debits arise through the creation of 
assets. In other words, the fact of the existence of an asset indi- 
cates that a debit has been incurred to produce it. In paying off 
a debt, therefore, whether it be a mortgage debt or any other kind, 
the asset or assets arising from that debt become free and avail- 
able, hence a profit used in paying off a debt has become con- 
verted, not lost. A simple illustration will amply demonstrate this 
truth. 

A man has an asset valued at $100 against which there is a 
debt or lien of $50. He therefore owns an interest or equity of 
$50. He operates this asset for a time, and makes a profit of $50, 
which he uses to pay off the debt. His interest or equity is then 
$100 instead of $50; in other words, his profit of $50 employed 
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to pay off the debt has not disappeared, but appears in the form 
of a free asset. It is just so with sinking fund operations. The 
installments of profits transferred each year to the sinking fund 
account are part payments of a mortgage debt, which accumulates 
till the debt is finally liquidated. The debt is paid off out of 
profits, the assets become free, and the sinking fund installments 
remain part of the surplus profits of the company. While, there- 
fore, sinking funds have no relation to reserve accounts, as ordi- 
nary reserve accounts are understood, they have a distinct rela- 
tion to a surplus reserve or reserve profit and loss account, for 
sinking fund.credits are in themselves part and parcel of the 
general surplus or accumulated profits of a company. 

Before closing this paper, it is perhaps worth while to com- 
ment on the method of treating the sinking fund accounts in the 
balance sheet of the United States Steel Corporation as of 31st 
December, 1907, as referred to by Mr. Walton in his paper. If 
what he says is correct, namely, that the $31,503,000 assets held 
by the trustees for sinking fund purposes are not shown on the 
corporation’s balance sheet, but that instead the bonded indebted- 
ness is reduced by that sum, it is indeed a most peculiar method 
of accounting.* In these important particulars the balance sheet 
is not a true exhibit of the standing of the company at the date 
named. It actually owns assets purchased out of its earnings 
amounting to more than $31,000,000, which it does not show, and 
on the contra side of the balance sheet it shows a liability of 
over $31,000,000 less than is actually the case. It might be said 
in explanation of this peculiar method of accounting, that inas- 
much as the sinking fund assets of $31,503,000 are held by the 
trustees on behalf of the bondholders, and as these therefore 
do not belong to the company, that they should not be shown as 
a company asset. The reply to this is that if the assets are not 
the company’s, the liability certainly is, and that so long as that 
liability exists it should be shown in its entirety, and that any 
assets held against it, whether in the company’s possession 
or with trustees, should likewise be shown. A balance sheet 
not giving full effect to these conditions is not a true statement. 
If the assets held by the trustees are all bonds of the United 
States Steel Corporation, and if these bonds had been, or were 
about to be, cancelled, then in that case the method of treat- 
ment of the sinking fund as adopted by this corporation in its 
annual accounts would be justified, but on no other grounds. 


The $31,502,000 of bonds referred to are discribed in the balance sheet of” 
Steel Corporation as Redeemed Bonds held by Trustee's.” —Eprrors 


Mr. Cannon’s Address. 
By Artuur Cuase, LL.B., C.P.A., 


Vice-President of the National Association of Certified 
Public Accountant Examiners. 


The address which Mr. James G. Cannon delivered at the 
meeting of the American Association of Public Accountants, at 
Atlantic City, in October, was awaited with keen interest, and 
listened to with profound attention, and now that it has appeared 
in THE JourNnaL oF Accountancy, for November, it will be 
read, I am confident, with no less consideration and regard. To 
say that the feeling it excited was an altogether pleasurable one 
would, I am afraid, not be possible, but it was the honest out- 
spoken criticism of an exceedingly able man of affairs on a matter 
vital to the interests of accountancy in the United States. Since 
we have it on high authority that “ faithful are the wounds of a 
friend,”—and who than Mr. Cannon can lay better claim to the 
title ?—it behooves us to give diligent heed to his words, to lay 
these things to heart, but, nevertheless, I think to see if per- 
chance there be not some way of escape from the conclusion to 
which, I am sure to his own regret, he has felt himself compelled 
to come. 

Mr. Cannon’s position may, I think, be not unfairly thus 
stated: The profession of public accountancy in this country is 
an exceedingly important one; there is a constantly growing 
demand for the services of properly qualified practitioners. A 
law in the State of New York, providing for professional exam- 
inations, has been in existence for twelve years, and, if we take 
the first ten years, only 154 candidates have passed, giving a 
failure of about 66 2/3 per cent. of the total number of those pre- 
senting themselves. In Illinois the case would be no better. The 
Illinois law was approved July 1st, 1903. Including the examina- 
tion of November, of this year, the total number of candidates 
who went up was III, of which number 85, or over 76 per 
cent., failed. 

In other states where the laws have been in existence long 
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enough, and the standard has been high enough to make com- 
parisons of value, it is to be feared that the statistics would show 
an unsatisfactory result, and the conclusion, therefore, is not 
unnatural that something, somewhere, is wrong in the condition 
of Denmark. 

Mr. Cannon suggests the fault may be twofold: First, the 
status of the examiners; secondly, the nature of the examina- 
tions, and as incidental to the latter, the character of the pro- 
fessional training received. 

First, then, let us consider the status of the examiners. 


Now, fortunately, in dealing with this whole matter, we are 
not without some light upon our path, some precedent which 
may serve as a guide, and that which I shall choose is the Insti- 
tute of Chartered Accountants in England and Wales. I select 
this as an example rather than the Scottish societies for two 
reasons: First, because I consider that since the adoption of 
the rule permitting their final examinations to be taken in parts 
at different times the Scottish degree is not so good as the Eng- 
lish ; and second, because, though the Scottish societies are some- 
what older in point of time, it was by the establishment of the 
English Institute, in the year 1880, by the character of its exami- 
nations, and the training it has fostered, that the fame of pro- 
fessional accountancy has been spread throughout the world. 


If proof of what is well nigh a matter of common knowledge 
be needed, I would cite an extract from a report made prior to 
the passage of the New York law by the American Consul 
General at Manchester, England, to the United States Government, 
in which among other things he says, “ The Chartered Account- 
ants are regarded in England with great confidence and favor. 
They are a well organized and specially educated class, whose 
business consists in supervising the accounts of private firms, 
public companies, banks, etc. By paying a retaining fee to a 
firm of Chartered Accountants, any one can have the books of an 
enterprise and the condition of its affairs examined by an expert.” 

Now when the English Institute was founded its membership 
and its examining board naturally chiefly consisted of those who 
were admitted under its waiver clause, and the foundation of its 
success was laid by these gentlemen. It by no means follows that 
the man who has obtained his degree by examination will, ipso 
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facto, be a better practitioner that he who received it under a 
waiver. Some years ago I was asked by a youthful C. A. by 
examination (I will not say whether he was English or Scottish) 
whether the items on the debit side of a cash book were to the 
credit or the debit of the accounts in the ledger. It would be 
manifestly absurd to compare the qualifications of an accountant 
such as this with, say, those of the late Mr. Thomas P. Ryan of 
New York, who remarked to me upon one occasion that while 
other things might be requisite, nothing could take the place of 
experience. Why then, it may be asked, is it necessary to have 
legislation and examination and all the equipment of professional 
organization? The answer is that though one can not decide 
from individual cases, yet, if a sufficiently long period to obtain 
a fair average be taken, the professional standard will be much 
higher where these things exist than where they are wanting. If 
it is not so, why can not anyone practice as a lawyer or a 
physician? 

The foundation of American professional success has been 
mainly laid by men who obtained their degrees under the waiver 
clauses, and it is success of a no mean order. Indeed, it is not 
too much to say that the American degree of C. P. A. is now as 
widely known and respected as the English A. C. A. or F. C. A. 
It is said that imitation is the sincerest form of flattery. If a 
thief steals my purse, the assumption is that he considers that I 
have something worth taking. The London Accountant in its 
issue of June 27th, 1908, draws attention to an advertisement which 
had recently appeared in the Manchester Guardian, as follows: 


“To Accountants—The Institution of Certified Public Accountants 
is prepared to admit as fellows, bona fide accountants in practice, and 
accountants’ clerks as associates. Forms for admittance will be sent on 
application to the secretary.” 


Upon this remarkable advertisement, the Accountant thus com- 
ments. 


“Our readers will hardly require to be reminded that the term certi- 
fied public accountant is that which has been adopted in the United States 
as the designation of professional accountants adjudged qualified to practice 
by the universities of their respective states in discharge of statutory 
duties that have been imposed upon them. The new body referred to in 
the above advertisement has, we should imagine, nothing whatever to do 
with American C. P. A’s., but the title is, of course, attractive, because 
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it is one that has become well known in connection with the leading 
native practitioners. Whether the title “C. P. A.” would be recognized 
by the courts of law in this country, we should not like to say, but 
it is for the Americans to take it up if they choose.” * 

From the foregoing considerations, therefore, I arrive at the 
conclusion that, having regard to all the circumstances of the 
case, the fact that an examiner received his degree under a waiver 
clause would not, per se, be a disqualification. 

We come in the second place to a review of the nature of the 
examinations. In the comparisons I am about to make I shall 
confine myself to the papers set in New York and Illinois, not 
because some other states, perhaps, might not serve as well, but 
for the simple reason that I am more familiar with these than 
with others. It is obvious that we must not have too low a 
standard. A distinguished member of the council of the Eng- 
lish Institute, whose name, if it were fitting I should mention it, 
would be instantly recognized, said to me not long ago that he 
had been looking at the questions of a Western state (not, I am 
happy to say, Illinois), and that the candidates for the English 
Institute’s intermediate examinations would laugh at them. This, 
surely, is not a very desirable state of affairs. On the other 
hand, the questions should not be too difficult. It should be borne 
in mind that one is supposd to be examining men who, although 
they have had, or ought to have had, training and a certain experi- 
ence in accountancy, are, nevertheless, on the threshold of their 
professional life. The questions should, I believe, be designed 
to elicit the candidate’s knowledge of accountancy in addition to 
that of mere bookkeeping, and should deal with principles rather 
than with the technical details of particular businesses, or with 
these only as they serve to illustrate a theory.+ Further, the 
element of the time allowed for answering a given question is 
a very important part of the ordeal, and the neophyte should be 
trained to meet it successfully. 

Certainly, the questions should not be “ freak ” questions, and 
it would be unfair to assume because one or two of these may 
have been set in certain examinations that they are characteristic 
of them as a whole. A calf may be born with five legs, but it 
is an abnormal phenomenon. 


ccountancy been well defined, think, as art science business ‘. 
vice and administrative control. 
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As in the prior case of the examiners, let us refer to our 
archetype. I am familiar with all the questions given in Illinois, 
many of those prescribed in New York, and most of those set in 
the English finals. Now, I submit that if any competent person will 
compare these different questions over a period, say, of five years, 
he will come to the conclusion that a very even and practically 
equal standard has been maintained. It may be said that in the Eng- 
lish finals there are two extra papers in law, but these deal with the 
provisions of particular statutes, could be “crammed” for in a 
few weeks, and being a matter of rote rather than of principle do 
not affect the worth of the comparison. Herbert Spencer said. 
the problems of accounting afforded as good mental training as 
those of mathematics, and it is related of an eminent chief jus- 
tice that he was, in order to clear his brain, in the habit of work- 
ing a proposition in Euclid every morning before going into 
court. However theoretical the nature of a question in prac- 
tical accounting might be, one would think it must of necessity 
have a closer relationship to the affairs of an accountant’s every 
day life than the construction of an equilateral triangle on a given 
finite straight line would bear to the interpretation of a contract 
or the guilt or innocence of a criminal. 


I think myself it would be well if, to the four papers usually 
set in America, were added one in political economy, and one in 
logic, but it must not be forgotten that in most, if not in all, the 
states, an amendment to the existing laws would have to be intro- 
duced ; and here the personnel of the state legislatures must not 
be overlooked. If all the members were of Mr. Cannon’s ability, 
worth and experience, the difficulties encountered in the passage 
of the different state laws would not have been met with. 


Now, since the result of the English examinations has been 
to build up a proficient professional body, if the position I have 
taken in the foregoing argument be sound, the fault can not lie, 
at any rate to any great extent, in the nature of the examinations 
considered. 

But, it may be said, the English accountant is subject to a 
period of from three to five years’ apprenticeship, or service of 
articles, in an accountant’s office before he can sit for his final 
examination, and there is the cause of the difference. Mr. Can- 
non, I judge, is not disposed to regard this rigid requirement of 
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service with approval, and I must confess that I agree with him. 
For my reasons, from considerations of space, I must refer those 
who are interested in the subject to Mr. Bryce’s exceedingly able 
chapter in the American Commonwealth on the American bar, 
the conclusions of which, allowing for some few things which if 
asserted now would be mis-statements of fact, my own experience 
at the bar would amply confirm. I believe that owing to the 
nature of American development and the spirit of American insti- 
tutions the training of efficient accountants in this country will 
follow the course marked out by the legal profession. First, get 
young men of good general education, then let them pass through 
a three years’ course of training in a University School of 
Accountancy, next let them qualify by passing the C. P. A. exam- 
inations, and afterwards spend two or three years as juniors in an 
accountant’s office. If it be said that this is a counsel of perfec- 
tion, I reply, why more so than in the precedent of the law? 

I have said “ men of good general education.” After all, may 
not this carry within itself the real cause for Mr. Cannon’s com- 
plaint? Renan in the last century said, “ the countries which like 
the United States have created a considerable popular instruction, 
without any serious higher instruction, will long have to expiate 
this fault by their intellectual mediocrity, their superficial spirit, 
their lack of general intelligence.” More than a generation has 
passed since these words were uttered, and now comes Colonel 
Larned, one of the West Point examiners, in the North American 
Review for last September and indicts the public school system of 
the United States for the wretched showing it makes in the matter 
of preparing young men to pass the examinations for admission to 
West Point. Out of 314 appointees who took the examination 
this year, 265, or 84 per cent, failed in one or more subjects to get 
the minimum marks. In recent years, prominent physicians have 
from time to time drawn attention in vigorous language to the 
defective general education of students entering upon their course 
of study, and have pointed out how the difficulties of the technical 
instructor were thereby increased; and the Supreme Court of 
Illinois not so very long ago had to take this matter severely in 
hand to remedy a similar condition of affairs in the legal pro- 
fession in their state. The universities of the country are by no 
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means a unit in the acceptation of the graduation certificates of 
high schools in lieu of their matriculation examinations. 

In the Chicago Tribune of December 4, Dr. Stanley Hall, the 
President of Clark University, Worcester, Mass., is reported as 
saying in a lecture on the public schools that the upper high school 
classes are schools for girls, and of the teachers generally, that 
their training and talent are low grade. 

The only figures I have available for the English finals cover 
the period from December, 1898, to June, 1906. During these 
years 2,461 candidates took these examinations, of whom 931, 
or nearly 38 per cent. failed, but if we look at the list of schools 
at which the yreat majority of the examinees were educated, we 
shall see that there are among them some of the most famous in 
the land, while many others not so well known are of equal excel- 
lence. 

I judge that what Renan and these other various authorities 
have had in mind in the strictures they have made, has been not 
so much the nature of university as of what is often called 
secondary education. Mr. Cannon well says that the aim of 
the public accountant should not be simply to “ scratch the surface 
of things.” I think this would hold true in all walks of life. 

“ Felix qui potuit rerum cognoscere causas.” 

Surely, the object of all education in place of scratching the 
surface of things, should be, as Virgil says, to know the causes 
of things, and this consummation devoutly to be wished comes 
to pass, given the original mental capacity, chiefly, I believe, 
through the efficient training a person receives in matters of 
general knowledge before he enters upon his vocation, for, -if 
wisely taught, he will be brought to think, to observe, to compare. 

“As the clearness of our conceptions chiefly depends upon the 
carefulness and accuracy of our observing and comparing faculties, so 
the chance we have of hitting upon the appropriate conception in any 
case mainly depends upon the activity of the same faculties. He who 
by habit grounded on sufficient natural aptitude has acquired a readiness 
in accurately observing and comparing phenomena will perceive so many 
more agreements and will perceive them so much more rapidly than 
other people, that the chances are much greater of his perceiving in any 
instance, the agreement on which the important consequences depend.” 
( Mill’s Logic, Book IV, Chap. 2, Par. s.) 

These are the words of one of the world’s greatest thinkers, 
and of one whose views carry special weight on this subject. 

It is important to bear in mind that if we can not supply the 
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men ourselves, other countries will fill the gap. At the annual 
dinner of the Glasgow Chartered Accountants Students’ Society, 
reported in the London Accountant, for January 4, 1908, a 
gentleman who was described by one of the vice-presidents “ as 
one of the brightest ornaments of the profession,” said in the 
course of his remarks, “that another reason he thought which 
explained the rapid growth of their membership was the fact that 
it was a world wide one. He happened to know from some very 
special evidence indeed of the vast and wide field there was for 
their efforts and their energies in America.” 

These gentlemen are evidently prepared to descend in flocks 
upon our shores. Not infrequently they have come as birds of 
passage, and sometimes, I am reliably informed, under contract 
in violation of the immigration laws. Even if it were desirable, 
we can not ask Congress to impose a high tariff, and the only 
thing to do is to raise the standard of our own juniors. 

Meanwhile, in spite of all these difficulties, the examiners will 
continue to struggle on, bearing the candidate’s burden, and I 
would venture to bespeak for them as lenient a castigation as their 
critics’ high sense of duty will permit. Like the policemen in the 
Pirates of Penzance, taking one consideration with another, their 
lot is not in all a happy one. They get more kicks than pennies, 
and, while really hardworking and painstaking individuals, their 
principal reward so far has been: 

“To hear the still small voice of conscience speak 
Her whispered plaudits to the silent soul.” 

That they are alive to their responsibilities, and keenly anxious 
to do what they can to benefit their profession is, I think, shown 
by their recent proceedings at Atlantic City, which resulted in the 
formation of the National Association of Certified Public 
Accountant Examiners. The issues involved, not only as these 
influence American accountancy, but as they affect to an equal, if 
not a greater degree, the welfare of business interests and the 
public generally, were fully recognized. It is the first step that 
costs, and though wisely the Examiners are resolved in the begin- 
ning to make haste slowly, the result of their efforts may, I think, 
be compared to the little cloud no bigger than a man’s hand which 
is destined to increase and spread till it covers the sky, and 
descends in beneficent showers upon their brethren at large and 
the country as a whole 
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The C. P. A. Examining Boards. 
By N, Votium, C.P.A. 


The boards of examiners of public accountants have been sub- 
jected to many criticisms, some just, but in a very great measure 
unjust, owing to a want of knowledge of the situation, and, as 
probably the oldest examiner in point of continuous service in 
the United States, it may be that a short statement of the diffi- 
culties in the path of a conscientious examiner will not only en- 
lighten the critic, whose adverse criticism is from insufficiency of 
knowledge of the situation, but also our friendly critic who is 
seeking the advancement of accountancy by his criticism, for 
the purpose of having the accounting boards improve their, in 
his view, wrong methods. 

The fact is, as is well known to all of the older accountants, 
that previous to 1888, the public accountant of the United States, 
probably it should be said of New York and Philadelphia, for 
there were very few public accountants elsewhere, were to a very 
large extent bright bookkeepers, whose services were called upon 
to straighten out tangled books, or catch thieving bookkeepers, 
and the better class of accounting needed at that time was done 
by imported English firms of accountants. It is also, I believe, 
a fact that the membership of the American Association of Public 
Accountants, organized in 1887, was composed in a large measure 
of the aforesaid English accountants, with a sprinkling of Ameri- 
can accountants. 

Business conditions were changing very rapidly, and demanded 
brainy men in the accounting line that could take care of the new 
conditions. They were scarce, very scarce. The old public 
accountant who recognized the situation, had to start almost anew 
and learn that something more than merely a bright bookkeeper 
was needed by the business man, and that something he must 
provide or go out of business. He, the public accountant, also 
recognized that no matter what were his endeavors to meet the 
situation, the public would always look upon him as a bright 
bookkeeper, and a bright bookkeeper only, until he forced it, by 
his merits, to recognize his right to claim rank as a professional 
man, which the improved up-to-date accountant felt was his right. 

The first move in that direction was legislation conferring the 
title of C. P. A., which, however, was coupled with what is known 
as a “ waiver clause,” which was a necessity, but which gathered 
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in both the sheep and the goats. The first C. P. A. bill was 
passed in New York, and by its provisions that great body of 
solemn, slow moving Dons known as the Regents of the State 
of New York, whose highest honors were given to the best 
crammed student of ancient lore, with a smattering of modern 
knowledge, which he did not know how to use, were placed in 
charge, and authorized to form rules and regulations for a body 
of practical men who needed not the academic rulings of an edu- 
cational institution, but the active co-operation of the best busi- 
ness talent that could be procured. No wonder, as Mr. Cannon 
stated in his address, that the results were appalling, and the 
failures accountable (to the outsider) only on the supposition that 
the accountants in practice desired a monopoly. 


But let us go a little further, and see if we can give a better 
reason for the failure of so many applicants; and in endeavoring 
to get at a better reason the experience of our Pennsylvania 
board, who were appointed under the act of 1899, may give us 
some insight into the reasons for the large number of failures, 
and incidentally for certain unjust criticisms. Immediately on 
the passage of our act, and the appointment of the board, it 
became evident to the board, that not only was the act mis- 
understood by the great majority, but that if the board undertook 
to carry out its ideas as to what it considered necessary for a 
professional accountant to be versed in, it was asking almost an 
impossibility. The profession was new. No American text books 
were accessible, and no educational institutions would consider 
a proposition to teach the new profession. Hardly a day passed 
that there were not from one to three, and sometimes five, book- 
keepers who wished to make application for examination, one 
of whom wanted a C. P. A. certificate in hopes that his employer 
would raise his salary from $12.00 to $15.00 per week; but they 
retired from the office after looking at a copy of the questions 
propounded at a previous examination, knowing that the C. P. A. 
degree was not for them—while those who had nerve enough to 
take the examination ingloriously failed. 

This condition continued until the Pennsylvania Institute of 
Certified Public Accountants took the matter up, and a number 
of its members volunteered, free of charge, to teach about twenty 
bookkeepers who were desirous of fitting themselves for the exam- 
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ination for certificates as C. P. A.’s. The work of these volun- 
teers became so onerous that in 1904 overtures were made to the 
University of Pennsylvania to open an evening school of accounts 
and finance, and upon certain members of the Pennsylvania Insti- 
tute of Certified Public Accountants guaranteeing the university 
against loss in the undertaking, the evening school was opened. 
On its opening night about 175 students were enrolled, the guar- 
antee returned, and to-day the school has, we understand, about 
500 students in attendance. Since the University of Pennsyl- 
vania opened its doors to the study of business and accountancy, 
many other universities and colleges have followed its lead, and 
to-day there is really no excuse for failure on the part of any 
applicant who is desirous of becoming a certified public account- 
ant as far as the academic work is concerned. 


It will be granted that C. P. A. acts do not make a public 
accountant any better than he was before the act was passed, nor 
does an academic education on C. P. A. lines fit a man for prac- 
tice unless that education is imparted by a practical certified 
public accountant of large experience, who unfortunately is very 
hard to secure. The consequence is that there is a great liability 
that the student will come out of his college or university filled 
with a knowledge which he does not know how to use, and if the 
examination questions deviate from his book learning, he is not 
only very centain to fail in his examination, but in his failure, criti- 
cise the board, and point to his university certificate of proficiency 
as direct evidence that the board is incapable of correctly deter- 
mining his capabilities. Academic courses must be supplemented 
by at least two years of practical experience in an accountant’s 
office, if we wish the C. P. A. degree respected, and place account- 
ancy on a professional plane. 


In England the youths of good family and education have 
been attracted to the profession, and are willing, not only to pay 
a large fee, but serve a number of years in the office of a Char- 
tered accountant without pay, for the privilege of learning the 
profession. In this country, accountancy has not yet attracted 
this class of students, but we feel that the day is not far distant 
when it will, and then accountancy as a profession will be firmly 
established. 


A very small proportion of the students of the accounting and 


202 


i. 
a 
. 
ii 
d 
4 
it 
42 
a. 
A 
| 


The C. P. A. Examining Boards. 


business classes of the universities and colleges become account- 
ants, and experience shows that almost all of them aze book- 
keepers who desire the C. P. A. degree more to increase their 
earnings, than from any high idea of accountancy as a profession, 
and if they fail in obtaining a position in an accountant’s office 
at a larger salary than they have been receiving as a bookkeeper, 
they will remain bookkeepers, and be of no value to the profession. 


All members of examining boards that it has been my privi- 
lege to meet have been thoroughly imbued with the idea that 
the profession as a brainy profession was needed, and it was their 
duty to see that the business man would get what he needed, and 
that a C. P. A. certificate meant more than a diploma of a busi- 
ness college, and it was not wise to put upon the public a lot of 
fledglings who would do nothing but disgrace the profession and 
make it become a by-word. 

The profession is seemingly ten or twelve years old, counting 
from the date of the first law passed. But is it so in fact, and if 
it were ten or twelve years old, is it not wonderful the rapid 
strides that it has made? The fact is, however, that the profes- 
sion as a profession is really only about five years old, were we 
to consider the text books and facilities for education as a a factor 
in the case. 

The suggestion of monopoly being the cause for failure to 
pass the examinations was evidently a slip of the tongue on the 
part of Mr.,Cannon, for his remarks relative to the need of more 
certified public accountants show that he has knowledge that the 
present number of C. P. A.’s are not sufficient to do the work 
already demanding attention, and that the field of accountancy 
has only been touched. Is it a good reason to pass a lot of incom- 
petent men because the business world demands competent men, 
whose competency is vouched for by their C. P. A. certificate? 
Again, would Mr. Cannon, or any other banker or business man 
of large interest, employ any of the young men with fresh C. P. A. 
certificates, or would he or they not go at once to C. P. A.’s of 
recognized ability, and entrust his work to them and to them only ? 

The fact is that accountancy has made these rapid strides, and 
its value recognized by the public, through the work of its best 
:nen (and not by the work of the new C. P. A.), and that the 
public are apt to be led astray and consider that the C. P. A. 
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certificate means competency to handle any situation. The pro- 
fession is like any other learned profession; there is creeping— 
the climbing of the ladder, rung by rung, and finally the top is 
reached by some, while the lower rungs of the ladder are filled 
to overflowing. It is the duty of all examiners to see that the 
profession is increased by thinking men, not parrots, who have 
at least a chance to get to the top, but who, even if they fail by 
temperament or other causes, will be no disgrace to our young 
profession. 

To sum up, the causes and only causes for failures for the 
first five or six years of the recognition of accountancy were 
from scarcity of text books and want of training, and for the last 
five years for want of preparation, owing either to improper 
teaching, want of practical knowledge, or lack of capability, or 
want of application on the part of the student. 

With text books on every subject, and proper educational 
training, supplemented by practical knowledge, there is no reason 
why any applicant should fail in an examination, and enter the 
profession as in other professions and let application and experi- 
ence add to his worth. 

No board expects from an applicant a thorough knowledge, 
which only experience can give, but it does expect that he should 
have a mind capable of grasping the principles underlying a 
question, and while he may not answer the question in the man- 
ner an experienced man would do, yet his answer should be able 
to convey to the board that he had the power within him, aided 
by experience to take care of the situation covered by the question. 
Correct answers to bookkeeping problems are very desirable, but 
clerical mistakes do not count very much, if the method is cor- 
rect, as every accountant has plenty of time to find clerical errors. 

What the public want, and what all examining boards are 
trying to give it, are brainy business accountants, who after 
experience become valuable business advisers, and a credit to the 
profession—and it may be that while doing this the examiners 
may have to bear with adverse and undeserved criticism; but the 
members of the boards feel that they are only getting what other 
pioneers have had to put up with, and that time will give them 
a proper recognition of their services in the cause of the new 
profession of accountancy. 
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Relation of the Commercial Lawyer to the 
Certified Public Accountant.* 


By Seymour Watton, C.P.A. 


Our professions touch at so many points that it is difficult 
to choose any special ones to speak of. It may be well first to 
justify the use of the word profession to the calling of the certi- 
fied public accountant, to distinguish it from the trade of the 
bookkeeper. One distinction between the business and the pro- 
fessional man is that the former is paid a fair equivalent for 
the goods he sells, while the latter renders a service that is far 
more valuable to his client than the fee paid. The bookkeeper 
is the artisan who sells a certain amount of routine work and 
while he may be underpaid, he is so, because the knowledge 
required in his work is easily acquired and therefore the competi- 
tion in his line is keen. The service he renders is a fair equiva- 
lent of the salary he receives. The accountant is the scientific 
man who must know the fundamental principles underlying all 
business situations and be able to apply them to any problem. 
that may be presented to him. The service he renders to his 
client may be, and often is, many times more valuable in the 
way of information and advice thar the fee that he receives. It 
may be said that the bookkeeper is concerned only with the 
question “ How,” while the accountant must be able to answer | 
the more difficult “ Why.” 

It is only recently that the accountancy profession has been 
Officially recognized by the passage of the C. P. A. laws by a 
number of the State Legislatures requiring rigid tests of those 
to whom is granted the right to use the title of Certified Public 
Accountant, and while the holders of that title do not arrogate 
to themselves the possession of all the accounting knowledge 
in the country, they claim that the possession of the certificate 
is at least prima facie evidence of ability, and that the efforts 
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of the various State societies to purify and elevate the profes- 
sion will eventually make the letters C. P. A. stand for the 
highest standard of excellence. 

The mere statement of what a certified public accountant is 
should be sufficient to show the lawyer how he can be of service 
to him in all cases involving accounts that are at all complicated. 
However versatile the lawyer may be, it is impossible for him 
to have a thorough knowledge of all the intricacies of business 
affairs, unless he is also a trained accountant, as he sometimes is. 
Usually, however, if he knows anything about accounts at all, he 
is only a fairly good bookkeeper. He is not expected to be even 
that. The result is that when he undertakes to draw up con- 
tracts dealing with accounts he is liable to say something that 
he does not really mean and to work an injustice, perhaps, to 
his own client. For instance, in a partnership agreement, where 
the division of profit is to be equal, while the capital of one 
partner may be in excess of that of the other, he may provide 
that interest must be credited at six per cent. on the excess to 
the account of the one, and charged to the account of the other. 
Another frequent cause of mistake arises from the lack of clear 
thought as to the true nature of income in the case of an estate, 
where there is a life tenant and a remainder man. The fact 
that receipts of interest are not always all income, but may be 
part principal, has led to many controversies, owing to the ne- 
glect of the attorney, in drawing up the will, to clearly indicate 
the wish of the testator. Many more instances might be given 
of the aid that may be rendered by the accountant to the lawyer 
in preventing misapprehension and resultant litigation, which 
now often results from such a wording of contracts and other 
documents, as to make them ambiguous to the ordinary busi- 
ness man. 

When a combination or merger of several companies into one 
is undertaken the employment of the accountant is now almost 
universal, as it has been generally recognized that no one else 
can render the same service in determining the basis on which 
the division of the relative interests must be made. There are 
so many elements affecting this basis that no one but a 
thoroughly trained accountant can adjust them all in a way that 
is satisfactory, because equitable. As no two businesses are run 
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in exactly the same way the adjustment of the conflicting inter- 

ests requires the scientific knowledge of the various elements 

that appear in each, the equalization of the assets and liabilities 

on a fair basis of comparison and the determination of the good- 

will, or earning power, and the method in which it should be 

recognized in the capitalization of the new company. The ques- 

tion as to what constitutes goodwill and the way in which it 

shall be treated is so complicated that volumes have been written 

about it. Its valuation depends on the relative earning power 

of the capital employed and in determining that earning power. 
a great many elements have to be taken into consideration, such | 
as the supervision by paid managers in one case and by partners | 
not under salary in another. In the former instance the pay of | 
the managers would be charged into the expense of the busi- 

ness, and thus reduce the apparent profit, while in the latter it 

would not. These various elements must be equalized in the dif- 

ferent companies and no one can do this who is not accus- 

tomed to a broad and comprehensive method of dealing with 

such problems, and who is not able to distinguish between true 

profits and those which are apparent only. 

Allied to this subject of true profits is the distinction between 
income and expense, and receipts and disbursements. A great 
many business men as well as attorneys are concerned almost 
entirely with tracing out the movement of cash, showing the 
amounts and sources of the cash received and the manner in 
which it was disbursed. Usually such statements are useiess for 
the purpose of exhibiting anything important in connection with 
the management or condition of the business, except the honesty 
of the person entrusted with the funds of the company or firm. 
There may be considerable profits that have been earned though 
not yet realized in cash and there are almost sure to be items 
of expense incurred though not yet due or paid. A statement 
made up from the books as they are and perfectly correct from that 
standpoint may be absolutely false and misleading as to the real 
conditions, as in the case of a street railway company which 
reported its earnings for five months on the basis of the cash 
actually received and expended but neglected to include in its 
operating expense any provision for the interest on $750,000 
of its bonds on the ground that it would not be due and paid 
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until the end of another month. A determined effort was made 
by the American Association of Public Accountants to induce 
the Insurance Commissioners of the various states to require 
from the companies under their supervision a statement of their 
income and expense properly prepared, but the effort has not 
yet been successful, although it is acknowledged that the reports 
as now made up do not necessarily exhibit the real condition of 
the companies. 

When a new company is organized it is not an unusual thing 
for the attorney to supervise the opening entries showing the 
payment of the stock subscriptions, and in many cases the advice 
is characterized by such errors in fundamental accounting prin- 
ciples as to make it possible for serious trouble to follow. In 
drawing up the by-laws of the corporation there are frequently 
points to be covered that require a knowledge of business that 
the ordinary attorney is not expected to possess. He may stipu- 
late that certain things shall be provided for “ out of profits,” 
without specifying whether or not they shall be charged to 
profits. If he uses the term as synonomous with a charge 
against profits, he is liable to make trouble for those who later 
have to follow out the letter of the by-laws and who may know 
the distinction between what is to be provided for out of profits 
as a source of income and what is chargeable against profits as 
an actual loss or expense. Again there may be provisions that 
should be inserted that might not occur to him, or which he will 
imperfectly cover. For instance, if he is an up-to-date man he 
may insert a provision that the accounts shall be audited at least 
once a year, which seems an excellent provision but which is 
faulty in that it does not specify the kind of auditor that shall be 
employed nor the persons who shall appoint him. From the 
standpoint of the accountant it is advisable that the auditor 
should be a professional accountant and especially that he shall 
be elected by the stockholders at their annual meeting and shall 
report to them individually by a printed or manifolded report, 
or at least to a committee of stockholders who are not officers 
or directors. This is the custom in England, but in this coun- 
try it is not usual, largely owing to the difficulty of reaching and 
properly educating the stockholders as to the methods by which 
their interest may be safeguarded. The attorney is the only one 
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who has the opportunity to reach the stockholders at the incep- 
tion of the company and he will adopt the idea as soon as he 
realizes that the whole body of stockholders is entitled to a rea- 
sonable knowledge of its affairs and that when the accountant is 
appointed by the officers or directors and reports to them alone, 
his report is liable to be suppressed entirely or only such por- 
tions of it used in the report of the officers to the meeting of 
stockholders as they may wish to divulge. The conscientious 
auditor may find it his duty to criticise some of the acts of the 
officers and directors or to call attention to what he knows are 
important omissions in the neglect to provide sufficient reserve 
for depreciation or in any other of many essential points, but 
when he makes his report to those very officers and directors 
radically criticising them he is usually certain that it goes no 
further, but is filed away and promptly forgotten. While it is 
true that whatever the Westminister catechism may say as to 
the chief end of man, the chief end of a corporation is “ divi- 
dend,” it is equally true that the directors of a company have 
no right to declare dividends except out of profits actually earned, 
and if they attempt to do so, the accountant should be in a posi- 
tion to warn the stockholders of the wrongful act of the directors 
who are supposed to be elected to look after their interests. But 
this he can not do unless the attorney provides the way by inser- 
tion of a clause in the by-laws calling for a proper audit. Or 
the officers may have established a secret reserve, unknown even 
to the directors, which gives them an exclusive knowledge of the 
real value of the company’s stock, which they can take advantage 
of to the detriment of the ordinary stockholder, unless the latter 
has a conscientious accountant to represent and protect him. 
One of the ways in which the accountant can be of great 
service to the attorney is by acting as receiver. It is often very 
difficult to find a person of standing in the community who is 
able to qualify on the bond and who is willing to give the neces- 
sary time and attention to a receivership. Such a person usually 
has affairs of his own which take up the larger part of his time, 
and if the duties of a receiver prove to be very onerous and annoy- 
ing, he can not be induced to serve in a second case. His knowl- 
edge of accounts is often so slight that he has to depend on 
clerks for the routine work of the estate and if they are ignorant 
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he may be put to considerable trouble and expense. It is not 
surprising that attorneys so frequently turn to the trust com- 
panies when they are in need of receivers, although by so doing 
they largely lose their connection with the case. It is possible 
they would imitate their British confreres and ask for the 
appointment of accountants, if they realized how well equipped 
any fairly prominent accountant is to undertake such duties. 
His ample and varied experience in studying all the conditions 
of large business enterprises gives him a peculiar fitness for deal- 
ing with the complicated problems that often arise in receiver- 
ship matters. His skill in accounts, familiarity with commercial 
usages and knowledge of men and affairs enable him to carry 
on or to liquidate a business more easily and more economically 
than the ordinary business man whose experience is more or less 
limited; while his knowledge of commercial law is sufficient 
to show him when he needs to refer a matter to the attorney 
instead of blindly following out his own impulses. He is fully 
equipped with an office for the transaction of the business of the 
trust, when it can be moved from the former office of the com- 
pany, and with an office force who can intelligently represent 
him in his absence, and he is so accustomed to dealing with all 
sorts and conditions of men that he is able to meet and satisfy 
all the parties in interest more nearly than almost any one else 
could. His professional reputation gives him the confidence of 
the bonding companies so that they will readily furnish bonds 
for him and will allow him much more freedom of action than 
they accord to others. These facts are so universally recognized 
by the legal profession in England that the public accountant is 
given the preference in receivership appointments. A proper 
knowledge of the conditions on the part of the legal fraternity 
in this country should lead to the same results here. As a lead- 
ing English accountant has recently said, “ To the certified public 
accountants in America, as the profession is consolidated and 
its status is better understood, the important receiverships which 
are inevitable in an enterprising industrial community, will 
doubtless become generally entrusted, with advantage to their 
clients and credit to themselves, and an important branch of busi- 
ness will pass into the hands of those who are most competent to 
deal with it.” 
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The attorney should realize that the accountant is not an 
advocate. In investigating a set of accounts it is his duty to 
report all the conditions to the lawyer employing him, and to 
point out those things which are unfavorable as well as those 
which make for the interests of the client. This really increases the 
value of his services to the attorney, since the latter is thus fore- 
warned of any weakness that may be inherent in the case and 
which might have escaped his attention, but not that of the 
opposing attorney. If the weakness is superficial only, the 
accountant may be able to show how an attack at that point.can 
best be met and repulsed. Looking at the case from an im- 
partial standpoint, with a thorough understanding of the busi- 
ness principles involved and a sufficient acquaintance with the 
laws of evidence to know in a general way what is advisable, he 
stands in a middle position between the lawyer and his client, 
able to understand either when neither of them can understand 
the other and is thus able to act as an interpreter between them. 
This was strikingly illustrated some time ago when an eminent 
attorney had been brought into a case solely to conduct the trial 
in court. The attorney who had worked up the case and the 
business men who were interested met this attorney in order to 
give him the salient features which were to be his guide in the 
conduct of the trial and talked to him for more than an hour, 
with the result that the more they talked the less he seemed 
to grasp the points they were trying to make. The accountant 
who had been employed on the case, noticing this lack of mutual 
understanding, took up a single sheet of paper, wrote out a dozen 
concise sentences and handed it to the trial attorney, who read it 
carefully and at once realized that he had the whole case in a 
nutshell. The accountant had simply acted as_ interpreter 
between them, which he could easily do because he knew the 
habits of thought and modes of expression of both the business 
men and the lawyers, who without his aid would have been 
almost as hopelessly apart as if each side spoke a language un- 
known to the other. In the conduct of a case involving com- 
mercial usages or bookkeeping principles before a judge and 
jury the accountant can be of invaluable service to the attorney 
not only in laying out the general course to be followed in prov- 
ing the desired point, but also in so framing the questions as to 
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make them intelligible to the witness and the jury, who being 
business men often utterly fail to understand the phraseology used 
by the attorney. It is not at all intended that the accountant 
will interfere with the lawyer’s prerogative of conducting the 
case according to his best judgment, but only that he shall put 
the lawyer’s ideas into the most effective shape. As a witness, 
when he is himself called to the stand, the accountant who has 
had any experience in court work, should be the best the attorney 
can have. In full possession of all the facts and trained to think 
quickly and clearly, he is not likely to be confused on cross-ex- 
amination, and recognizing readily the trend of the questioning 
he is usually able to avoid any traps that the opposing attorney 
may set for him. While answering every question fully and 
clearly, he will not be so diffuse as to give a hint of some point 
not yet touched upon which it may not be desirable from his 
client’s standpoint to bring to the attention of the other side. 
For while his attitude is that of the impartial witness, who is 
there to tell nothing but the truth, it is not his business to tell 
the whole truth to the detriment of his client unless it is brought 
out by specific questions. On the other hand he can often aid 
the attorney of his client who has asked a question that is not 
very clear to court or jury by prefacing his answer with “ If you 
mean to ask” and then restate the question so that it is per- 
fectly clear to all. 

The time at our disposal will not suffice to take up all the 
ways in which the accountant can help the attorney, but there 
is one other way which should be given at least cursory attention ; 
the investigation of business enterprises in which the attorney’s 
client proposes to invest any considerable amount of money. 
The old maxim, “caveat emptor,” is especially applicable here. 
However honest and well meaning the seller may be, it is not 
safe to accept his judgment either in regard to the past history 
or the future prospects of a business in the conduct of which he 
it vitally interested. Not only may he be biased in his ideas 
as to what the proper charges against the business should be in 
the way of allowances for depreciation or as to the proper valua- 
tion of open accounts receivable that are slow and at the best 
doubtful, he may also be ignorant of the true nature of a profit 
and may include in the operating profits, which show the per- 
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manent earning power of the enteprise, those which are acci- 
dental and sporadic or which are merely nominal and of a book- 
keeping and not a real character, as in the case of a street rail- 
way company whose tangible assets were no greater than the 
liability of the bonds outstanding against them with the result 
that the capital stock represented no value except that of the 
franchise. The company bought in $100,000 of its stock at fifty 
cents on the dollar, making a nominal profit of $50,000, which 
was not a real profit at all but was actually a reduction of the 
water in the stock. The secretary not only credited it to profit 
and loss, but also included it in his statement of profits for the 
period, which was submitted to intending purchasers as an ex- 
hibit of the earning power of the plant, and could not be per- 
suaded that he ,had made a statement that was misleading 
although it was true according to the books. Some one has 
said that there are three kinds of liars; the common, every-day 
liar, the blank liar, and the maker of statistics. It is therefore 
extremely important that statistics should be prepared by per- 
sons who are not only impartial and unpurchasable, but also com- 
petent. In most of the states there are now societies similar in 
nature to the Bar Associations, whose constant endeavor it is to 
purify and elevate the profession and who will take up and 
prosecute any case against a certified public accountant if he can 
be shown to have been guilty of unprofessional conduct. 

As a representative of the whole body of certified public 
accountants in the United States, and inferentially of the cog- 
nate body of chartered accountants of Canada, I invite your 
close study of the new profession and the use of its members 
wherever they can be of service to you. There is no intention 
on the part of the accountant to usurp any of the functions of 
the lawyer. When any but the simplest legal point arises his 
advise to his client is to consult his attorney. His motto is, “ let 
the shoemaker stick to his last,” and in accordance with that time- 
honored maxim, he asks the attorney in dealing with any except 
the most elementary problems of accounting to refer his client 
to an accountant, stipulating only that he be careful as to the 
qualifications of the accountant selected. 
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By Tuomas Conway, Jr. 
PART IV. 


This success of the interurbans in building up freight traffic 
has also been aided by the indifference of the steam roads to the 
class of shipments which the electric line gladly takes. It is well 
known that the steam railroads seek car-load freight rather than 
the smaller shipments. It has been estimated by traffic experts 
that over 85 per cent. of the total traffic of the American rail- 
roads is made up of shipments of car-load lots. They desire car- 
load freight for the following reasons: (1) car-load freight is 
loaded by the shipper and unloaded by the consignee, thereby re- 
lieving the railroad company of the responsibility of loss and the 
liability of damage and the cost of handling freight; (2) a very 
large percentage of the car-load shipments is handled both in- 
bound and outbound on private sidings and in private terminals ; 
(3) less bookkeeping and accounting, in proportion to the earn- 
ings, is required for car-load shipments ; (4) the cost per ton mile 
to move ordinary commodities in car-load shipments is much less 
than to move a car of merchandise or package freight which must 
be handled at higher speeds and which requires large amounts of 
shifting and handling in the classification yards and transfer sheds. 
This apathy of the steam railroads towards broken shipments, 
which is expressed in the discriminations which are made against 
it in the freight classifications, gives to the interurbans their 
opportunity to successfully invade this field. 

The most important consideration in determining the profit- 
ableness of freight traffic is the cost of handling it. This deter- 
mines the degree to which the interurban can compete with the 
steam road. The only reliable data which has yet been published 
upon this question is that contained in the address of H. H. Polk, 
president of the Interurban Railway Company of Des Moines, 
Iowa, before the American Street and Interurban Railway Asso- 
ciation at its last annual convention. Mr. Polk addressed letters 
to the general managers of thirty of the most prominent electric 
railroads, requesting information upon the cost of handling 
freight. He found that the greater majority of them did not keep- 
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separate records of handling freight and passengers and therefore 
could not give him the desired information. From his own road, 
however, which is one of the most modern interurbans in the 
country, and has developed to a very high degree the handling of 
heavy freight, he compiled statistics showing the possibilities of 
interurban freight traffic. 

The energy consumption of modern electric locomotives as 
determined by the tests of the General Electric Company, are as 
follows : 


ENERGY CONSUMPTION 
FREIGHT TRAINS 


Gross Weight in Tons. Schedule speed Watt hours 
of trains per ton-mile 
at locomotive 
28 


23 
20 


19 
19 

It will be seen that the energy consumption decreases as the 
train load increases, due largely to the reduction in wind pressure 
per ton in the longer trains. The cost of repairs and maintenance 
of a 40-ton locomotive equipped with 100 H. P. motors, while 
hauling a 200-ton train about 100 miles per day, will average 1.5 
cents per locomotive mile. This sum includes not only the repairs 
to the motors and control, but also the care of the locomotive. 

With this data as a starting point, Mr. Polk calculates that 
upon his system he can haul freight in train loads equalling the 
maximum capacity of his locomotives at a cost of 0.02194 cents 
per ton mile. This figure includes the cost of power, the repairs 
to the locomotive, the cost of supplies used in the operation and 
the wages of the men operating the freight train. To this should 
be added, of course, a proportionate share of the fixed charges 
upon the line, a proportion of the expenses of track renewals, 
supervision, freight car repairs, expenses in freight stations and 
the many other items properly chargeable against this business. 
The steam railroads have never been able to mathematically calcu- 
late these expenses for each train or ton of traffic and the electric 
roads have not been more successful. 

The experience of the Des Moines Interurban Railway shows, 
however, that it is possible to haul freight upon an electric road 
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at very low costs. The electric road, if properly built, can handle 
heavy freight economically and expeditiously. The interurban, 
however, has not yet reached a stage of development where it can 
handle freight over long distances as cheaply as the steam lines. 
Even the best of the interurban lines are woefully deficient from a 
topographic standpoint as compared with the railroads. A basis 
of equality could not be reached until the electric lines possessed 
as low grades as the steam roads and this is neither likely nor 
desirable for the interurban in attempting to secure this evenness 
of grade would be forced to throw away a large portion of the 
advantages which it now possesses and which count so heavily in 
its favor. It is unlikely, therefore, that the interurban in the near 
future will become a serious rival of the steam lines for long 
distance freight traffic. | 

There are certain classes of heavy traffic which the interurban 
road can usually secure, for example, the live stock business. By 
putting in small stockyards, side tracks and loading shutes 
wherever they will be used the interurban secures many advan- 
tages over the steam line. If the shipment must be made by the 
latter, the stock must usually be driven from five or ten miles to 
some shipping point. The experience of shippers shows that the 
average shrinkage of driving cattle 12 miles is 47 pounds per 
head, while after entering the cars they may be shipped from 
300 to 400 miles with a loss of 27 pounds per head. By using the 
electric railroad the shippers are often able to avoid the entire 
loss resulting from driving, which in the aggregate amounts to a 
large sum. The stock raiser will naturally prefer the electric line 
even though it may not offer him the lowest rate, because the 
extra freight is more than offset in the selling price of his cattle 
in the city markets. The electric line also can offer other indirect 
advantages to the farmer. He can use the electric line to ship in 
coal, fertilizer, lumber, and all of the other heavy freight which 
he buys, and because of the shorter distance from the sidings to 
his barn he will be able to unload the car more quickly and with a 
smaller expenditure for labor and a smaller consumption of the 
time of his teams. In the same way a farmer contemplating a 
shipment of wheat, often threshed in the field, can notify the 
interurban of the time at which he will have his consignment 
ready, and can haul the grain from the thresher or grainery in 
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much quicker time and with smaller expense for cartage than in 
case he had selected a steam road. 

Many interurban roads have materially increased their freight 
earnings by encouraging the development of new crops along 
their lines. The management impresses upon the farmer, by a 
campaign of education, the profits to be derived from a new crop 
and secures the planting of a considerable area. It then en- 
courages buyers to go into the district, and through the careful 
attention which it gives to these matters secures the whole crop 
for shipment over its line. This business is becoming a prominent 
and constantly growing source of income. A number of inter- 
urbans have gone so far as to build lines into districts underlaid 
with coal and to actively encourage and assist the opening of 
mines by distributing their product in the neighboring cities over 
the city lines. The interurban is rapidly pushing into every class 
of freight traffic, actively competing for it, and securing it more 
generally by the convenience and promptness which it offers than 
by the cutting of rates. Its field, however, as Mr. Polk pic- 
turesquely describes it, is that of a collector and originator of 
traffic, for “ the steam roads are the main arteries of the commerce 
of the world, while the electric railroads are the capillaries that 
bring life and activity to the various communities.” 

The determination of the profitableness of heavy freight work 
to the interurban road depends not only upon the actual earnings 
derived from this traffic, but also upon the effect which its car- 
riage has upon the operation of the rest of the system. A large 
number of companies have found, that owing to insufficient over- 
head work and generating equipment in the power house, the 
handling of heavy freight by an electric locomotive plays havoc 
with their time schedule The drain of the electric locomotive re- 
duces the voltage over the entire system and causes the passenger 
cars to run behind their schedule. A number of companies found, 
moreover, that their heavy-grades result in such a high consump- 
tion of power in handling cars as to make the service of the freight 
train very slow, causing congestion and delays in their passenger 
work. Others have found that their light roadbeds, often accom- 
panied with steep grades have not been able to stand the severe 
usage which the handling of heavy trains inflicted. The conse- 
quent damage and deterioration often more than offsets the earn- 
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ings which the freight traffic produces. The well built roads, how- 
ever, having ample power and a roadway built in accordance with 
steam railroad standards, have been able to overcome these diffi- 
culties, and by the liberal provision of side tracks have been able 
to handle their freight business without interfering with or 
retarding the movement of passenger cars. 


In judging of the profitableness of freight traffic it is neces- 
sary to take into consideration many factors, some of which 
often seem to be but remotely involved. The Ohio River Elec- 
tric Railway and Power Company, for example, finds that 
freight business is both directly and indirectly profitable. They 
do a large electric lighting business in addition to their regular 
work, which makes necessary the continuous operation of their 
power houses all night. The interurban service is largely re- 
duced after the early hours of the evening and disappears 
entirely after midnight. The engines in the power house, how- 
ever, are still being run to generate current for light. By 
handling the freight during the night, when the railway power 
load is either very small or has entirely disappeared, the 
additional work makes up the full load of the power house, 
decreasing the cost of power, both for lighting purposes 
and for use on the interurban line. It is unfortunate that a large 
number of the interurban roads in the East are debarred by the 
difference in their track gauge from the direct interchange of car 
load freight with the steam railroads. The standard steam rail- 
road gauge is four feet eight and one-half inches, while the stand- 
ard street railway gauge is five feet two inches. In the Eastern 
states the street railway gauge has been used extensively by the 
interurban lines. This has in many cases been voluntary, being 
the result of following current street railway practices, while in 
other cases it has been made necessary by legislation compelling 
the use of this gauge by roads using the public highways. Upon 
such lines the economical handling of car-load freight is prac- 
tically impossible. 

The extent to which the well equipped interurbans can develop 
car-load freight traffic depends largely upon their ability to secure 
satisfactory traffic agreements with the steam railroads. Many 
railroad companies endeavor to strangle the electric lines by either 
refusing to codperate or by cutting rates for the purpose of driv- 
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ing the interurban out of the freight business. The sections in 
which they must meet competition bear such a small percentage to 
the total mileage of their system that they can afford to carry 
heavy losses in this restricted area in order to destroy the com- 
petition of the interurban. Many of the Western States have 
passed ‘laws intended to prevent these tactics. The State of Iowa, 
for example, has a law providing that if a railroad company shall 
reduce its rates to low levels in certain localities where interurban 
competition is encountered, the same rates for similar classes of 
traffic shall automatically take effect throughout the state. The 
steam railroad, therefore, which inaugurates a policy of rate cut- 
ting in Iowa to injure an interurban is brought face to face with 
the adoption of the low charges over the entire system. The law 
has effectually put an end to such practices in that state. 

A large number of interurban roads have been admitted to 
membership in the local freight associations in their district, pro- 
rating on the usual basis with the steam railroads on all traffic. 
Many other roads have never been formally admitted into the 
older companies’ traffie associations, but interchange traffic with 
some or all of the roads in the territory, receiving a compensation 
on a tonnage basis in proportion to the number of miles hauled 
over their lines. In most cases, however, the interurban road is 
unable to make money out of handling car load freight under 
ordinary working agreements based upon mileage rates. A num- 
ber of them have secured concessions from the steam railroads 
allowing them a larger percentage of the earnings than they would 
ordinarily receive upon a mileage basis. Many interurban roads 
have found themselves in an embarrassing position as the result 
of a percentage agreement entered into with the steam line. When 
the latter cut rates, the earnings of the interurban roads were re- 
duced to an unprofitable level. In many cases, however, the steam 
lines have been far-sighted enough to protect their weaker asso- 
ciates from the consequences of this unfortunate situation. They 
have either voluntarily released the electric lines from the per- 
centage agreement, or have made up the deficiency in some other 
way. 

The most progressive steam railroads are coming to realize 
that the interurban is not a true competitor even in handling car- 
load freight. It is a branch line or feeder constructed with out- 
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side capital and operated without worry or trouble to the trunk 
line: a branch which collects freight and turns it over to the main 
system for transportation to the far distant market. The inter- 
urban takes the place of the branch line which is profitable to the 
steam railroad only because it delivers traffic for long hauls and is 
itself usually unprofitable. The interurban is also more profitable 
to the large railway system than a branch line, because it can more 
effectively develop traffic. The interurban is essentially a local 
affair. It operates within a restricted territory and can more 
fully realize the traffic possibilities of a section than the large 
organization of the steam railroad. The relatively insignificant 
amount which the railroad loses by dividing its local business with 
the interurban is offset many times by the extra tonnage which is 
developed in this section. 

The interurban railroads have also made material progress in 
developing an express business. This traffic is either handled in 
conjunction with one of the large express companies doing busi- 
ness all over the country, or separately and independently by the 
interurban or a subsidiary corporation organized in its behalf. 
The Cincinnati, Dayton and Toledo Traction Company, for 
example, handled its express traffic through a subsidiary cor- 
poration whose stock is owned by the interurban road. The 
traction company furnishes the cars, crew and power and receives 
ten cents per mile for the mileage of the freight cars. The ex- 
press company attends to the collection and delivery of the freight 
and handles all the work incident thereto. It owns thirty 
wagons and teams. in the leading towns along the line and has 
established stations at almost every stop. Each wagon has a 
regular route and makes four trips a day, picking up and distri- 
buting express matter. The company employs a number of 
solicitors whose duty it is to encourage country merchants to 
direct that goods which they order from jobbing or city merchants 
shall be shipped by the interurban. The gross receipts of the 
express company during 1904 amounted to between $3,000 and 
$4,000 a month, of which 75 per cent., it is calculated, is eaten up 
in operating expenses. Even on this basis, however, the traction 
company derives a good profit from this feature of its business. 
The Lake Shore Electric Railway has also developed a consider- 
able express business through its subsidiary organization, the 
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Electric Package Company. This company started out to do a 
freight business, but found that the handling of light packages 
at high rates was more profitable. They, therefore, organized a 
package company and gradually withdrew from handling heavy 
freight. In 1904 the road cleared over $17,000 net from this 
source. 

The greatest difficulty which the interurban encounters in 
developing its express traffic is the large amount of expense 
which must be incurred in collecting packages. This is par- 
ticularly necessary because the central station in most of the 
large towns is not as advantageously located as those of the 
express companies doing business over the steam lines. If, how- 
ever, a sufficient volume of business can be secured to warrant 
the employment of this expensive means of collection, the traffic 
is profitable. Recent investigations show that in the Middle 
West companies are about equally divided between freight and 
express business. The differentiation between these two classes 
of traffic consists more in the name than in the fact. The larger 
majority of roads handling light freight, and they are the greater 
proportion of those doing a freight business, in reality are hand- 
ling traffic which would be shipped by express if the steam 
railroads were relied upon. The distinction, therefore, is clearly 
one of terminology, of the speed of service and of the rates which 
are charged. The lines handling light freight usually charge 
rates which are higher than the ordinary freight rates for the 
same classes of articles and which are lower than the rates given 
by the large express companies for the same service. By charg- 
ing a rate between these two extremes the interurban is able to 
capture a large amount of this business. 

Many roads which handle both freight and express traffic 
differentiate between them, largely upon the basis of the speed of 
delivery. Express matter is hurried through with all profitable 
despatch, being sent on the first car departing after the arrival 
of the goods. The freight traffic, however, is allowed to accumu- 
late and is shipped at the convenience of the interurban road. 
When a car has an insufficient amount of express matter to fill 
the compartment the empty space is filled with freight. When, 
however, a full load of express is at hand no freight is shipped. 
The freight, therefore, acts as a feeder to the express business, 
constituting practically the same sort of traffic which the regular 
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steamship lines except at cut rates in order to make up their 
cargo. The interurban can well afford to handle such business at 
low rates, for practically all the earnings which it produces is 
profit. This plan has been followed with success by the Western 

Ohio Traction Company and by the Appleyard System. ; 

The interurban roads are still passing through the experi- 
mental stage with both light freight and express traffic. Many 
of them are charging rates which are higher than are demanded 
by the cost of operation and which, however, do not produce the 
maximum amount of revenue from this source. By excluding a 
large amount of farm products they decrease their volume of 
traffic and consequently cut down their earnings. A number of 
roads have experimented over long periods with different rates, 
in order to ascertain the charges which will prove the most de- 
sirable, both to the shipper and the railroad. The great variety 
of local conditions which are met with and the peculiar circum- 
stances surrounding each property make any general rule or 
basis of charges impracticable and require that each manager 
shall by observation and experiment work out his own problems. 

The electric interurban is as yet in its infancy. The 
twenty years of its life have been more momentuous than 
that of any period of equal length in the history of trans- 
portation and it is likely that the next two decades will be equally 
as revolutionary. The future of the interurban railroad is most 
promising. A realization of the economies of constructing these 
lines upon the most improved engineering standards has removed 
most of the causes for the failure of these enterprises in the past. 

An even more significant trend in interurban development is 
toward a general realization that every step in advance should 
be prompted by a traffic motive, and that every improvement 
which is made should increase the ability of the company to 
secure and develop business and to more effectively compete 
with the steam road. 

The future of the interurban contains boundless possibilities. 
Its development has just begun, and the first principles which will 
guide its progress have been established. In view of the wonder- 
ful changes which occurred in the past, it is difficult to accurately 
forecast the future in store for these roads. Certain tendencies, 
however, are so plainly apparent as to indicate the general nature 
of the future history of these properties. The rapid progress 
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which has been made in the last few years in consolidating many 
small roads into a few large systems, indicates that the interurban 
is going through the same development which marked the history 
of the steam roads fifty years ago. There is little doubt that a 
large majority of the present interurban companies will be con- 
solidated into a few large systems, although it is unlikely that 
the new companies will reach the magnitude of the large steam 
railroad companies. There is no economic basis for an electric 
interurban system covering ten to fifteen states. These consoli- 
dations will bring with them a marked elevation in the technical 
standards of the interurban roads. The practices of the most 
progressive roads will become the standards of all, and the 
standardization of cars, equipment, roadbed and machinery will 
make possible the development of long distance business, and the 
more general exploitation of freight possibilities. This move- 
ment will be checked to a serious extent by the mistakes which 
were made during the early years. The existence of lines poorly 
constructed, and operating over almost prohibitive grades is a 
serious obstacle to any general and rapid advance, for the recon- 
struction of these properties on modern lines would increase the 
fixed charges of the companies to a prohibitive point. The future 
of such roads is dismal. It is in the first place, unlikely that the 
consolidation will include these companies. If they operate be- 
tween centers originating large traffic, their position is extremely 
perilous, for it is probable that some powerful company will 
build a low grade, high speed line connecting the two cities and 
take away practically all of the traffic which the older company 
had depended upon. This has already occurred to a considerable 
extent all over the country. One of the most recent examples 
being between Boston and Worcester, Massachusetts. 

The interurban line is likely to continue to be preéminently a 
passenger carrier. The importance of the freight business, how- 
ever, will relatively increase, although it is not likely that these 
roads will ever seriously compete for the heavy long distance 
freight work. It is unlikely that the interurban will generally fall 
under the domination of the steam roads, for the people of the 
sections which are involved, realizing the advantages of the regu- 
lative influences which the interurban exerts, will prevent their 
absorption by the steam railroads. Effective legislation toward 
this end has already been enacted in many states. 
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*The Accounting of Industrial Enterprises. 
By Witi1am M. Lysranp, C.P.A. 
PART III. 


DEPRECIATION. 


When the subject of reserve for depreciation and renewals 
is approached, discussion thereof is attempted by the writer with 
some hesitation. Books and pamphlets are being published 
thereon, the best accounting thought of the country is being di- 
rected thereto, Federal and State accounting authorities are 
struggling with the problem, and the whole matter seems at 
present to be in a formative state. Happily, material progress 
has been made in that the fact of depreciation is now generally 
admitted, whereas it was formerly strenuously denied or at least 
ignored. Once there is brought home to the management a 
realization of the absolute necessity of providing reserves for 
the depreciation or obsolescence of their property, it leaves open 
only the questions of determining the methods and rates by 
means of which the reserves will be accumulated. 

Depreciation may be defined as the impairment of the value 
of an asset by reason of wear and tear. Exception has fre- 
quently been taken to the recommendation that a charge be made 
against the profits to provide for depreciation, on the ground 
that the repairs and renewals charged to operating have been 
sufficient to maintain the effectiveness of the asset unimpaired. 
In the case of business long established, which is managed along 
conservative lines as respects charges to capital account, and 
which maintains its plant at a high level of efficiency, it is prob- 
able that the renewals charged to operating will aggregate an 
amount substantially equal to that which would be considered a 
fair charge for depreciation. So far then as the statement of 
profits or losses of a particular period is concerned, there would 
then be no material difference in the results, if the depreciation 
charge were substituted for the renewal costs, and the latter ap- 
plied against the depreciation reserve fund previously created, 


* Presented at the Annual M of the American Association of Public Accountants, 
Atlantic City, N. J., October 20-23, 1908. 


224 


| | 
| 


The Accounting of Industrial Enterprises. 


assuming that the renewals were fairly well equalized from year 
to year. From the standpoint of the balance sheet, however, 
such a method is unsatisfactory, in that there will then have been 
made no provision for accrued depreciation, with the result that 
the assets will appear at cost, notwithstanding the fact that they 
must have deteriorated in value because of wear and tear. 

Further, during the earlier years of an enterprise when the 
plant is new, the maintenance and renewal costs will naturally 
be much smaller than will be the case when the effects of its use 
are being felt, and if no charge is made against the profits for 
depreciation, there will be a virtual overstatement of profits and 
possibly an excessive distribution of dividends, which will have 
to be made good in one way or another later on. 

It may be argued that when the enterprise is in its infancy, 
its earning power will naturally be small, and therefore the 
charges made against it for future provisions should be corre- 
spondingly light; the theory being that the increase in profits 
will be sufficient to meet the cost of the renewals as they be- 
come necessary and still leave the net earnings unimpaired, while 
the enhancement in the value of the enterprise as a whole, due 
to the larger earnings, will offset any accrued depreciation that 
may exist. While this was doubtless true of some of the earlier 
enterprises, notably the street railways, its continued application 
is fraught with danger. Combinations of undertakings which 
have themselves been established for some time, are certainly 
not new enterprises in the sense that they are about to culti- 
vate a virgin field, from which they anticipate the reaping of in- 
creasing profits. Assuming that additional profits are realized 
through the consolidation, they have usually been more than 
anticipated, and the charges against them have been fixed ac- 
cordingly. It would therefore seem to be extremely unsafe for 
a combination of industries to fail to provide liberally for ac- 
crued depreciation, and in the meantime to pay cut practically 
all its earnings in dividends, on the ground that the increase in 
profits from year to year will be sufficient to take care of the 
necessary renewals and replacements. 

A more important factor than wear and tear in determining 
the effective life of an operating asset is that of obsolescence. 
Buildings or machinery are seldom abandoned because they are 
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worn out. Usually long before that condition is reached, they 
have become antiquated or otherwise so unfitted to cope with 
current requirements that their effective life is at an end, not- 
withstanding their actual condition may still be good: In mak- 
ing provision for the renewal or replacement of an asset, obso- 
lescence, as well as wear and tear, must therefore be caken into 
consideration. 

If the life of a property were maintained merely by ordinary 
repairs, its value would decrease year by year until it arrived 
at the scrap stage, if in the meantime it had not become obsolete. 
Provision for renewal under such conditions would be based on 
an estimate of effective life, which had regard only for the 
factors of diminishing value due to ordinary wear and tear, and 
possible obsolescence. But in practice, it will be founc that a 
property does not lessen in value from year to year in regular 
gradations. When a part of the plant reaches a comparatively. 
ineffective stage, it is quite likely that it may be substantially re- 
built and perhaps positively improved by the addition of new de- 
vices, so that it practically begins a new lease of life, and its 
effective existence is correspondingly lengthened. The ques- 
tion then arises as to whether the provision for renewal shall be 
sufficient to cover the cost of the property spread over the life 
term thus augmented, and the cost of rebuilding or renewal, or 
whether the reserve shall have regard only for the first cost of 
the item, leaving the rebuilding or renewal charges as they oc- 
cur to be taken care of in current operating. 

The former has been suggested as the correct method, since 
charges against operating will otherwise be less each year than 
should Le the case except in those years when the rebuilding or 
renewal takes place, during which periods it would be excessive. 

The practical objection met with will doubtless be that it will 
be very difficult to estimate with any degree of accuracy the 
probable cost of rebuilding and the length of the augmented life 
term; also, that having estimated these factors and established 
a reserve fund it will be equally perplexing to distinguish be- 
tween repairs which should be charged direct to current oper- 
ating and renewals which are chargeable against the reserve 
fund. 

It is impossible to lay down any hard and fast rule which 


226 


‘ 
’ 


The Accounting of Industrial Enterprises. 


will apply to all cases. Industrial statistics respecting renewals 
and depreciation covering any considerable period are probably 
not yet available, and changes in manufacturing methods have 
been so frequent up to this time, that obsolescence would seem to 
have been the determining factor in limiting the life of a plant 
unit, rather than depreciation due to wear and tear. 


As to the value and term on which to estimate the renewal 
reserve charge, would it not be reasonable, at least for the 
present, to endeavor to estimate the life of the machine cr other 
part of the property, on the assumption that it will continue to 
be used in the same form as when acquired, in the meantime 
being maintained by ordinary repairs but not rebuilt or rede- 
signed ; then over such estimated life term, spread the first cost 
ot the machine. If a machine is rebuilt, the value that has been 
exhausted will presumably have been provided for through the 
renewal reserve. The first cost of the machine may therefore be re- 
duced by the renewal provision, and the cost of rebuilding or a 
part thereof added, thus arriving at a new valuation for the 
rejuvenated appliance, on which a new estimate of life will be 
made and for the exhaustion of which a new renewal reserve 
will be provided. At the best, the depreciation reserve charge 
will be an estimate, and one can hardly do more than use the best 
information available, exercise good judgment, and make the 
appropriation in good faith, with a due regard for conservatism. 

As to the expenditures chargeable to operating as ordinary 
repairs, and those properly applicable to the reserve fund pro- 
vided for renewals, there will also be divergence of opinion. It 
might be laid down as a working rule, that if the operation of a 
machine or other property unit is discontinued in order that it 
may be overhauled thoroughly, and substantial parts replaced or 
improved devices added so that only minor repairs will be neces- 
sary for a long time to come, such work would constitute a re- 
newal or rebuilding, the cost of which would be chargeable 
against the fund. 


INcoME or Ho.Lpinc ComMPANY. 


The income of the holding company is derived principally 
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from dividends on the stocks of the subsidiary companies owned 
by it. If the dividends declared by the underlying companies 
whose operations have been profitable exhaust substantially all 
their earnings for the fiscal period, and if provision is made in 
the holding company’s accounts for losses incurred by those 
underlying companies whose operations have been unprofitable, 
then the net income account of the holding company will show 
correctly its profit for the fiscal period which may be under 
consideration. 

From the point of view of the stockholder, however, an in- 
come statement so prepared is unsatisfactory, while from the 
standpoint of the directors, such a form is inadvisable because 
it does not disclose the information that it is reasonable to 
assume should be furnished to the owners, and in the case of 
reckless or dishonest management it paves the way for manipu- 
lation. 

Since the major part of the income will be derived from divi- 
dends of underlying companies, it would be quite possible for 
them to declare dividends which more than exhaust their earn- 
ings, and which encroach upon the surplus earned during a 
previous period, or accumulated prior to their acquisition by the 
parent company. In either event, a dividend under such condi- 
tions would not represent the earnings for the year, and the 
income of the holding company would therefore be overstated 
to the extent that the dividend exceeds the current earnings of 
the underlying company. On the other hand, if the operations 
of the subsidiary companies have resulted unfavorably, the with- 
holding from the income account of a reserve for the subsidiary 
company’s losses will also result in an overstatement of the hold- 
ing company’s profits. The understatement of the profits would, 
under such conditions, also be quite feasible. Further, the very 
much condensed exhibit of net earnings which appears in the 
income account of the holding company, provides the stock- 
holders with no data relating to the gross receipts, operating ex- 
penses, fixed charges, appropriations for reserves, and other mat- 
ters pertaining to the administration of the group of companies 
of which they should be informed in order to judge intelligently 
as to the efficiency of the management. 
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CONSOLIDATED PROFIT AND Loss ACCOUNT. 


It is therefore generally recognized by accountants that as 
the consolidated balance sheet should be substituted for the 
balance sheet of the holding company, there should likewise be 
submitted a consolidated profit and loss account in place of that 
cf the holding company. 

Most of the comment that is applicable to the consolidated 
balance sheet is pertinent to the consolidated profit and loss 
account. In the consolidated profit and loss account transfer of 
profits from subsidiary companies to the holding company 
through the medium of dividends will be ignored, and the earn- 
ings, expenses, and charges of the se-veral companies will be com- 
bined and stated as though the corporation were one enterprise. 

In the consolidated statement, therefore, will appear the entire 
gross earnings of the group of affiliated companies. Such gross 
earnings will represent cumulatively the operations of the sev- 
eral underlying companies, i e., merchandise transformed into 
a marketabie condition by one company and transferred to a sec- 
ond company for further manipulation and sale in a different 
form, would appear in the gross earnings of each company and 
their aggregate in the consolidated profit and loss account. 
While on the surface it would seem that there is a duplication 
of gross earnings under this method, it is probably the only 
practical way in which to state them where there is a large num- 
ber of companies with very many manufacturing processes. 

Again, as the property accounts of the various subsidiary 
companies are consolidated in the balance sheet, it would seem 
that the gross operations of those companies should likewise 
be aggregated in order to show the relation of the volume of busi- 
ness to the property investment. 

From such gross earnings will be deducted the entire oper- 
ating costs incurred in producing those earnings, the balance 
resulting being then subject to the addition of income of a mis- 
cellaneous nature, and the deduction of expenses which are not 
applicable directly to the manufacturing and producing opera- 
tions. 

In stating the consolidated income and profit and loss account 
there will probably be some difference of opinion as to the point 
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at which charges other than for ordinary operating should rest, 
in order that the current net earnings of the undertaking may 
be shown. It is fairly clear that from the gross earnings must 
first be deducted the costs in labor, materials, and operating 
expenses, incurred in producing those earnings, in order that a, 
let us call it, manufacturing profit may be shown. It is true, 
that in an industrial enterprise, which includes mining, land, and 
water transportation, as well as many forms of manufacturing, 
such an expression is in a sense a misnomer, but as the mining 
and transportation are really tributary to the manufacturing, the 
title might stand. It is true also that there are so many dif- 
ferent kinds of products, with varying rates of profits, included 
in the gross earnings, that comparatively little use can be made 
of the figures as a basis of comparison from year to year. Never- 
theless, as it is impossible in a condensed statement to show the 
volume and profit of each line of business the aggregate figures 
will give the stockholder some information as to the total busi- 
ness, and, in a rough way, the rate of profit thereon for com- 
parison with preceding periods. 

From the gross profit so ascertained, would be deducted the 
administrative, selling and general expenses, virtually common 
to the whole enterprise, and chargeable against the operations 
as a whole. The resulting balance will be subject to adjust- 
ments because of extraordinary items relating to operating, but 
which can not be included fairly in the current operating costs ; 
and by income from investments, other than those representing 
the holding company’s ownership of the subsidiary companies. 

At this point it would seem that the profit and loss account 
as such should rest, the resulting balance being a profit or loss 
that may be said to represent the operating earnings or losses 
of the group for the fiscal period. These figures are the ones 
with which those interested in the enterprise are most con- 
cerned, as they reflect the rising or falling prosperity of the 
company. 

The balance then carried forward from the current profit 
and loss to the income or general profit and loss account will 
be reduced by reason of reserves for depreciation, :eplacement, 
sinking fund requirements, etc., which are properly appropriated 
out of current earnings. Logically, such items should be deducted 
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before the balance of current profits is struck, because the 
depreciation and replacement reserve at least are charges 
directly connected with operating, but as heretofore remarked, 
depreciation statistics are not sufficiently accurate, and the prac- 
tice of reserving for depreciation is not yet common enough to 
justify the inclusion of such charges with the ordinary operating 
costs. Further, if they are stated separately, attention is drawn 
to the fact that reserve for depreciation has been made, and to 
the amount of that provision. 

The balance of profits, after deducting the foregoing reserves, 
shows the position of the earnings with respect to the interest 
payable on the debt of the subsidiary and holding companies. 
It may be held that interest on bonds of subsidiary companies 
(being a lien which must be deducted by the subsidiary company 
from its earnings before it can appropriate the remainder to the 
holding company) should be applied before the balance of cur- 
rent earnings is shown. It is suggested, however, that it is 
preferable, to embrace all of the interest on the funded debt of 
the companies in one group, in order that the total thereof may 
appear; also because the bonded debt of the subsidiary com- 
panies may change by reason of new securities of the holding 
company being issued in lieu thereof, or it may be reduced 
through the operation of the sinking funds, in either of which 
events the interest charge would be lessened, and a comparison 
of operating profits from year to year disturbed. 

After the deduction of interest on the bonded debt, the 
balance reniaining represents the profits available for dividends, 
The advisability of distributing it in dividends is another matter, 
however, and if the management is conservative, a large sum will 
doubtless be applied towards new construction work, thus, as 
has already been remarked, “ squeezing out the water,” or to put 
it more fairly perhaps, replacing the intangible assets with 
tangible physical property. 


MoNnTHLY BALANCE SHEET. 


The accounts of a corporation are intended to disclose the 
company’s position as respects its debtors, its creditors, and its 
owners. 
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Its relations to its debtors arise through the charges made 
to them for the sales of its products, or from the debits of 
various kinds. Its liability to its creditors is created through 
the purchase from them of moneys, services, and materials, 
required in the conduct of its business operations. No abstruse 
accounting theories are involved in either of these two relations, 
as their ascertainment is dependent only on the correct use of the 
proper means. 

The accounts which exhibit the company’s position as respects 
its owners, or their representatives, the management, are more 
involved, and for that reason the discussion in this paper has 
been limited substantially to accounting problems or principles 
relating to these internal accounts. 

Not many years ago it was considered that if the results 
of the operations of a business and its financial position could 
be shown once a year, or, at most, at the end of semi-annual 
periods, a more frequent statement was not necessary. When 
business units were much smaller than at present, competition 
less keen, and the number of those interested in each enterprise 
fewer, such a practice was fairly satisfactory, although there 
were apt to be surprises in store when the results of the fiscal 
period were disclosed. 

In this present era of huge enterprises, however, a year, or 
even six months, is too long to conduct a business without know- 
ing definitely the result; therefore, each month the management 
requires that there be placed before it statements showing how 
the company stands, and what it has earned or lost. Hence 
there have been introduced the monthly balance sheet and profit 
and loss account. 

In preparing these monthly reports, it is, of necessity, essen- 
tial that accrual accounts of various kinds shall be established, 
by means of which such expenditures as interest, taxes, insur- 
ance, and items of a similar character, which are paid at more 
or less infrequent intervals may be “spread” equitably over the 
year’s operations and only the proper proportions of each appear 
in the monthly statements. No particular difficulty will be 
encountered with respect to these charges, as it will be quite 
possible to determine them with reasonable accuracy. 
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Stock AccouNTS. 


The part of the work that occasions the most embarrassment 
and the one in which the possibility of error is greatest, is the 
ascertainment of the monthly inventory of the company’s 
product finished and in process, and its current materials and 
supplies. It is comparatively easy to formulate a plan for 
handling stock accounts, by which the unused or unsold balances 
of materials and product may be shown from time to time, but 
the practical application of the scheme will be much more diffi- 
cult. 

In theory, all that is necessary is that accounts shall be kept 
with the several articles, singly or in groups, into which accounts 
will be charged all of the items purchased or made at their 
cost, while out of the account will be credited those used or sold 
at the same average of cost, the balance representing those re- 
maining on hand and their cost. 


Assuming that proper allowance is made for waste and that 
suitable provision is made for obsolete merchandise or for 
shrinkages in value, the remainder would be the inventory value 
which would be included in the balance sheet. In practice, it 
will be found that many possibilities of error exist, and that 
eternal vigilance is necessary if the book inventory is to be 
accepted as correct. 


Materials stored in large quantities may lose in weight or 
value; some are of such a character that the manufacturing 
operations will not permit of the ascertainment accurately of 
the quantities used from time to time; others, while nominally 
under the control of the stockkeeper, may be physically located in 
various parts of the plant, and when used may not be reported; 
stock clerks may be careless and issue materials without making 
a record thereof; in these and many other ways errors occur 
which disturb the correctness of the book balances. While it 
may be admitted that only a certain percentage of efficiency can 
be expected in stock accounts, nevertheless the information 
obtained from them and the saving effected through their use, 
far outweigh the possible weaknesses. If kept with reasonable 
accuracy they show the quantity of each kind of supplies or 
product on hand from time to time and thus tend to limit over- 
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buying, while at the same time directing attention to merchandise 
in danger of becoming obsolete; they discourage waste by requir- 
ing accountability, either by bringing the physical control of the 
materials under the storekeeper, or at least under his super- 
vision, so that when used they become a matter of record; they 
are virtually indispensable if correct cost accounts are to be kept, 
and they are essential in preparing the monthly balance sheet. 


Cost ACCOUNTS. 


Closely associated with the stock accounts and the monthly 
reports of operations are the cost accounts. While the matter of 
cost accounting is still in a formative state, it must be recognized 
that great progress has been made in this department of accounts 
within the last few years. It has doubtless been the experience 
of every one, that, being called upon to audit the accounts of a 
manufacturing concern, the accountant might during the course 
of his work discover that in some corner of the office or shop, 
there were being kept some mysterious books which purported 
to be cost accounts. Not the slightest trace of this system would 
be found in the general books of account, and no attempt was 
made to reconcile or test the results shown by the cost accounts 
with those appearing in the commercial books. As a result, the 
cost accounts would sometimes show that large profits were being 
earned, but when the commercial books were closed this alleged 
profit would melt away in some strange fashion, until the bal- 
ance might even be upon the other side. 

As the necessity of securing accuracy in cost accounting 
became more apparent, it was recognized that a cost system con- 
ducted upon practically a single entry basis throughout was un- 
reliable, and that it should dovetail into and be controlled by the 
general books of account. Hence, in the modern system of costs, 
instead of the stock records, the cost system and the general 
books of account being carried on as independent groups, they 
interweave one with the other and thus become what may truth- 
fully be called a systera. 

It is impossible to frame a cast iron system that will be 
applicable to every line of business, and one should be beware 
of attempting to make the business fit the system, rather than 
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adapting the system to the requirements of the business. Where 
the manufacturing units are large, it may be relatively easy to 
keep the cost of each, charging thereto the materials used and the 
labor spent in constructing it, together with its proportion of 
the general expenses. When the articles are small and the num- 
ber of each large, it will be feasible to ascertain the cost in lots 
only. 

Probably no great difference of opinion will exist with respect 
to the items which should be included in that part of the cost 
made up of materials and direct labor. As to materials there 
is usually no doubt, but in the case of labor there is sometimes 
a twilight zone between productive and non-productive labor 
which makes it difficult to determine how they shall be appor- 
tioned. As a general proposition, it is perhaps safe to say that 
all labor that can be definitely identified as belonging to a par- 
ticular piece of work, should be charged thereto, but no rule 
can be formulated that will cover every case. Wages of fore- 
man or laborers might in one instance be classified as productive, 
if the operations were such that they were limited exciusively to 
one piece of work at a time, whereas ordinarily such expendi- 
tures would be iticluded in the non-productive classification. 

The proper distribution of the so-called “ overhead ” expenses 
is one problem that causes the accountant much anxious thought. 
A large manufacturing establishment has many departments, in 
some of which are used machines costly to purchase and expen- 
sive to operate; while in others, the equipment may be limited 
to small tools, representing a small investment and occasioning 
but little expense in their operation. 

The productive labor in the first instance may be small in 
proportion to the cost of maintaining and operating the equip- 
ment; while in the latter case, the reverse would be true. If 
the combined expenses of the two departments are distributed 
on the basis of direct labor, it will manifestly result in the one 
case in charging too little to the cost, while unduly loading it 
up in the other. However, when all of the product of the fac- 
tory passes through substantially all the departments, the pro- 
ductive labor basis is perhaps the most convenient and equitable 
way of apportioning the expenses. An excessive charge in one 
department will be corrected when the product reaches the next 
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stage, so that in the end a reasonably correct distribution will 
have been made if the volume of work is fairly uniform and the 
expenses do aot fluctuate violently. A concern manufacturing small 
tools which successively pass through the forging, grinding, 
polishing,and handling departments, might be cited as an example 
of the foregoing method. 

The distribution of departmental or machine group expenses 
on the basis of the productive labor of each department or group 
of machines might be used advantageously in the case of a con- 
cern whose manufacturing processes are relatively simple, and 
whose product passes from the raw material to the finished stage 
with comparatively few rests. 

If the manufacturing processes are complex and the cost of 
each part at every stage must be ascertained, the machine rate 
basis is probably the most accurate method of apportioning the 
expenses. Under this plan the cost of maintaining and oper- 
ating each machine tool is determined as accurately as possible, 
the number of hours it will be used under normal conditions esti- 
mated, and then the resulting rate per hour is assessed on each 
piece of work passing through the machine. 

It is possible in the limited space here available to do little 
else than suggest some of the problems to be dealt with in cost 
accounting, but an important consideration is that all of the 
materials, labor and expenses should be accounted for, even 
though their distribution to particular pieces of work may not 
be made upon an absolutely correct basis. Herein lies the 
importance of designing the cost system so that it may fit in with 
and be controlled by the general books of account. 

In the attempt to discuss a few phases of “ The Accounting 
of Industrial Enterprises,” the writer has been more and more 
impressed with the largeness of the subject, and he is constrained 
to regret that the topic given him to write upon was not more 
limited in scope, and thus have admitted of more thorough con- 
sideration. However, if upon reading this paper any new lines 
of thought are suggested, its object will have been accomplished. 


THe Enp. 
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EDITORIAL. 


Accountancy and Economics. 


The scientific status of accountancy received notable recog- 
nition at the annual meeting, last month, of the American Eco- 
nomic Association, in Atlantic City. The members of the Asso- 
ciation devoted one session to the discussion of accounting and 
its relation to economics. Accountants have long realized that 
their next of kin among scientists are the economists, and bodies 
of accountants have frequently invited economists to address 
them; but the Atlantic City meeting is, we believe, the first 
occasion upon which a body of economists has given to account- 
ing a prominent place in its discussions. 

Although it seems likely that economists will reap the greater 
benefit from a closer affiliation between accountancy and eco- 
nomics, nevertheless we are sure that the professional accountant 
stands in real need of a service which economists alone can 
render. We congratulate accountants, therefore, on the attention 
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given to their science by the American Association, and hope that 
in future years economists and accountants, as a result of fre- 
quent conferences, will have a much better understanding than 
they now have of one anothers’ aims, methods and technical 
vocabularies. 


The two sciences, economics and accountancy, are closely 
related. In fact, they deal with identical phenomena. The 
science of economics has for its aim the explanation of the 
phenomena of business. Its purpose is to set forth the laws 
which govern the exchange value of goods and services. On 
account of the more or less stable relation between value and 
cost, it is compelled to make searching inquiry into the nature 
of the cost of production and cost of service. The economist is 
primarily interested in values and real costs, not in prices and 
money costs. To him money is only a medium of exchange, 
fluctuating in value like everything else. Hence, he does not 
accept changes in prices, which are merely the amount of money 
that things exchange for, as conclusive evidence of changes in 
values. The economist seeks to get at realities, his purpose be- 
ing, in the last analysis, to explain the conditions, both of labor 
and sacrifice, which govern the gratification of human wants. 
Money is an important instrument in the business process, but 
the economist recognizes clearly that it is not an end in itself. 


The science of accountancy makes inquiry into the laws 
determining the money results of business operations. It deals 
with the same phenomena as economics, but it has a different 
end in view. It is entirely concerned with prices, with money 
wages and with money costs, and not at all with exchange 
values and with real wages or with real costs. 


To the economist, costs are composed, in the last analysis, 
of the pain incident to production, which is represented con- 
cretely by the wealth or capital destroyed and the labor time 
consumed. To him the item of rent figures partly as payment 
for capital destroyed and partly as compensation to the land- 
lord for the usufruct of his privilege in the ownership of land. 
The economist, therefore, as Professor Robinson indicated in 
his paper at Atlantic City, is inclined to complain that the 
accountant, in making out a statement of business results, has 
not in mind fundamental distinctions with regard to the sources 
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of income. The accountant, however, being primarily interested 
in money costs and profits, exhibits costs only in such detail as 
the practical exigencies of business seem to make imperative. 
He has in mind solely the needs of the business man who employs 
him. To him the rent of buildings and of land are identical in 
character, both a money cost bearing the same name; whereas 
building rent, to the economist, represents both interest on capi- 
tal and the depreciation of a capital good, while land rent, which 
economists call pure economic rent, represents actual participa- 
tion in net income. 

To the untrained accountant the propositions of the econo- 
mist seem to be theoretical subtleties.' He does not see how 
they can have any practical value, or how they can pos- 
sibly concern him. His failure to appreciate the practical 
value of economics is due entirely to his ignorance of 
what that science is trying to accomplish. Not until he thor- 
oughly understands the work of the economist, and has mastered 
certain conclusions which all economists are agreed upon, can 
he get a clear conception of the work upon which he himself 
is engaged. In other words, accountancy as a science can be 
developed only by men who have been trained in economics, for 
only such men can know the real significance of all the opera. 
tions which accountancy is called upon to make clear. On the 
other hand, it is our opinion that economics as a science has 
reached its highest stage of development at the hands of men 
who are untrained in accountancy. The economist, although he 
is primarily interested in values and real costs, can only get his 
data through the medium provided by the accountant, for he 
can not correctly interpret business phenomena unless he under- 
stands the language in which its records are written. 


American Economic Association. 

At the annual meeting of the American Economic Association in 
Atlantic City, during the holidays, the session of Monday evening, 
December 28, 1908, was devoted to the subject of accounting. In addi- 
tion to the introductory address by Professor W. M. Cole of Harvard 
University, three formal papers were presented, as follows: 


Accounting and Its Relations to Economics. Proressor MAuRICE 
H. Rosinson, University of Illinois. 


A Definition of Accounting. Proressor J. C. 
Duncan, University of Illinois. 


The Present Position and Probable Development of Accountancy as a 
Profession. Mr. JosepH E. Srerrett, President of the 
American Association of Public Accountants. 


As this meeting was the first official recognition by the leading asso- 
ciation of economists of this country of the importance in their studies of 
a proper understanding of accounting, it was an occasion of more than 
ordinary interest to accountants. Among those who took part in the 
discussion of the papers were Mr. J. S. M. Goodloe, C. P. A., of Ohio, 
and Professor Leon Brummer, C. P. A., of New York. 

Professor Robinson’s paper was largely devoted to the thesis that the 
practice of accountants and particularly their standard definitions of 
accounting terms should be modified so as to harmonize better with 
economic principles and definitions. As an example he cited the 
ordinary income account, which he suggested should be so arranged as to 
show receipts from land and from capital separately and expenditures 
to land account, capital account and wages separately. By so doing, 
Professor Robinson believed the economist could derive from account- 
ancy much valuable aid that is now denied. Professor Ripley of Har- 
vard, made the interesting comment on this thesis of Professor Robinson 
that the result would be to bring accounting into the field of statistics, 
instead of confining it to its proper funcion, namely, the measurement 
of individual business facts. 

In the course of his discussion of Professor Robinson’s paper, Pro- 
fessor Benjamin M. Rastall, of the University of Minnesota, expressed 
the belief that accountancy is fundamentally a mathematical science, 
and should be taught on mathematical principles; that is, by stating 
clearly the premises on which the science rests, and proceeding with a 
series of deductions from those premises. Professor Rastall spoke 
also of the difficulty of mastering accountancy and of its suitability for 
advanced university work. 

In his interesting paper Professor Duncan expressed some disagree- 
ment with Professor Rastall as to the mathematical character of account- 
ancy—a character which, in his view, belongs rather to bookkeeping. 
He reviewed briefly some of the narrowly technical questions set by 
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C. P. A. examining boards, success in answering which he thought was 
dependent on a chance acquaintance with special features of law or of 
business practice, rather than on general knowledge and ability, and 
declared that the tendency of such questions was to erect, in place of the 
real science of accounting, a “science of lucky bookkeeping.” Professor 
Duncan called attention to the breadth of business knowledge that should 
be possessed by a qualified accountant. Mr. Goodloe’s discussion of this 
paper presented to the meeting a careful and lucid definition of a public 
accountant, as distinguished from a bookkeeper or a corporation 
accountant. 

Mr. Sterrett reviewed briefly the development of accountancy, touch- 
ing upon both the educational and legislative phases, and emphasizing 
the need of highly qualified instructors in accounting subjects. He then 
directed the attention to the probable future of the profession and dis- 
cussed the question that has been raised in some quarters as to the 
permanency of accountancy as an independent profession, and also the 
subject of specialization. His general conclusion was that the profes- 
sion of accountancy will probably develop along the lines that have 
already been marked out and will keep within those lines, and that 
specialization will not become a very prominent feature of accounting 
practice. In his comments on the paper Professor Brummer empha- 
sized the necessity for an assured independence of action on the part of 
the public accountant and entire freedom in the statement of his con- 
clusions; he also argued that the future development of the profession 
was principally dependent upon legislation or popularization requiring 
the accountant’s inspection, criticism, and assistance in matters of 
accounts presented to the world of commerce. 

The audience at this meeting, which included most of the leading 
economists of the United States, displayed much interest in the subject 
of accounting, and during the evening asked many questions. The 
editors of THe JouRNAL hope in subsequent issues, through the courtesy 
of the officers of the American Economic Association, to present to 
their readers the full text of some of the papers referred to above. 


St. Paul Institute of Arts and Sciences. 


The School of Commerce of the St. Paul Institute was organized in 
October with evening classes, having a membership of about 70, of whom 
about 35 are enrolled in the department of accounting. Mr. H. M. 
Temple has charge of the class in intermediate accounting, Professor 
McVey is giving elementary economics, and Professor Burchell is giv- 
ing a course in business administration. The evening work does not 
interfere with, but is designed to supplement, the instruction of the 
University of Minnesota. It is meeting with the hearty co-operation of 
business men who are urging their employees to take advantage of the 
opportunity for self-improvement. 
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Accountancy in South Africa. 

At the request of the editor of THe JournaL or Accountancy, Mr. 
Richard B. Sainsbury, an accountant of Cape Town, has written the fol- 
lowing interesting review of conditions in his country. 

“The Transvaal has undoubtedly taken the lead in establishing some 
recognition of the profession of accountancy in South Africa, a society 
having been formed there some time ago which publishes its own journal. 
There has, however, been a momentous change lately in Cape Colony, 
a society having been formed of which the council consists of chartered, 
incorporated, and corporate accountants, the degree conferred being, 
‘certified public accountant (Cape).’ 

“The Incorporated Society of London also holds examinations in Cape 
Town. The conditions for sitting are the same in both cases, ‘ having 
been in public practice for a period immediately prior to the examina- 
tion,’ or ‘having served articles to-a qualified accountant.’ 

“There have been several attempts to restrict the auditing of the 
books of public bodies to chartered and incorporated accountants, all of 
which have been unsuccessful. Some day clauses to this effect may be 
inserted, and if so oversea accountants—say, for example, a C. P. A. 
from one of the States, who came over here—would be under a serious 
disability and would be debarred from auditing public books. I think 
that as there are now local societies, this matter might very pertinently 
be taken up with them and the status of an accountant belonging to an 
American society be properly defined. 

“ There is little doubt that the profession will before very long be fully 
recognized and appreciated, both here and all over the world as the 
logical outcome of the prestige gained by a number of men qualified 
by the passing of examinations. The next move, I hope, will be 
reciprocity and a cordial fellowship established between South African 
and American accountants.” 


Standard Voucher Check. 


A second meeting of the joint conference of committee of five, repre- 
senting the Society of American Railway Financial Officers, the Asso- 
ciation of American Railway Accounting Officers, the American Asso- 
ciation of Public Accountants, and the American Bankers’ Association 
was held in the reception room of the latter organization on Wednesday, 
December 9. The object of the conference is to come to an agreement, 
if possible, with regard to a standard uniform voucher check to be 
recommended to the respective organizations for general use. 

At the first meeting, held three weeks previous, the conference reached 
an agreement that the voucher check should be a negotiable instrument, 
and further, that it should be in the form of a straight check or draft 
and the endorsement of the payee thereon be accepted as the only receipt 
required. 
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At the second meeting, after several hours’ discussion, final agree- 
ment was reached upon the following proposition: 


Resolved, That it is the sense of this meeting that the check voucher 
should be of the standard check size and in the standard draft form, 
with the number, date, amount, and signature at the right end in the 
order named, and the name of the payer (bank or treasurer of company) 
in the lower left corner, and that where a folded voucher is considered 
necessary by railroad companies, it should fold to standard check size, 
the check or draft to be at the bottom; that when a detachable check 
is used it should be in the standard form described above. 


A sub-committee of one from each organization was appointed to draft 
forms in accordance with the resolutions adopted at both meetings. 


New York City Utilities’ Accounts. 


Electric railways and gas and electric companies in New York City 
were required to adopt the Public Service Commission’s new system of 
accounting on January 1. The system was ordered after a year’s study. 

Among the most important provisions of the order are that nothing 
but actual cash invested shall be charged to capital accounts; that fran- 
chises shall not be treated as capital, except for their actual cost, and 
shall be kept in separate franchise account; that a complete system of 
amortization shall be maintained, including the annual writing off of an 
adequate charge for depreciation of plant and equipment and the dis- 
tribution of discount, underwriting expenses, and similar items through 
a period of years, instead of making the total charge against the one 
year in which it was incurred. 

Another provision is the establishment of an expense account for 
discounts, underwriting expenses, brokers’ fees, etc. If a company 
borrows money by issuing bonds for a term of twenty years, and the cost 
of marketing those bonds amounts to $1,000,000, only the actual amount 
of cash received can be charged to capital account. Heretofore, in most 
cases, the $1,000,000 paid for marketing the securities would also have 
been charged to capital, and would have been part vu. the charges for 
the year in which the bonds were issued. Under the new system, this 
$1,000,000 would be charged to the suspense account, and distributed 
over the series of years forming the life of the bond issue. 

After ascertaining the life term of service of the fixed capital, the 
corporations are required to include in each year’s operating cost a suf- 
ficient allowance to cover that part of the life of the productive plant 
which has expired within the year. A true statement of expenses, there- 
fore, will include an allowance for the replacement of tangible and 
intangible capital based on the most intelligent estimate that can be made 
of the probable life of such capital. 
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ACCOUNTS, THEIR CONSTRUCTION AND INTERPRETATION. By 
William Morse Cole, A. M. Assistant Professor of Accounting in 
Harvard eos Houghton, Mifflin & Co., Boston. 1908. 8 vo. 


343 pages. Price $2.00. 


The author has divided this work into two parts, the title of the first 
being, “The Principles of Bookkeeping,” that of the second, “ The Prin- 
ciples of Accounting.” The first chapter commences with an explanation 
of the terms, debit and credit, and the subject is covered in such a 
thorough manner that the average man, even though he has had no book- 
keeping experience, should have no trouble in understanding the under- 
lying principles. 

The next chapter takes up the question of fundamental books and 
shows how the three original books used in bookkeeping, i. e., daybook, 
journal, and ledger would still be sufficient to record the transactions 
of a present day business house, though not in such an economical 
manner as where many and more complicated forms are used. Then 
follows an article devoted to the significance of particular accounts; this 
deals with external and internal accounts, more commonly known as 
personal and impersonal accounts. Among the latter, the author takes 
up merchandise account, cash account, interest account, and wage 
account, and his method of explaining them is very clear and concise. 
A number of pages are devoted to the trial balance, profit and loss state- 
ment and balance sheet, which should prove very interesting as well 
as instructive to the student of accounting. For the purpose of better 
illustrating the closing of books and the preparation of statements, a 
number of trial balances and statements of ledger accounts are given 
from which profit and loss accounts and balance sheets are constructed. 
The last chapter of the first part takes up the question of columnar 
journals and other labor saving books made necessary by the forma- ~ 
tion of large companies, whose voluminous transactions must be recorded 
in the most economical manner. , 


The second part, consisting of sixteen chapters, treats of the higher 
principles of accounting and contains much valuabe matter which should 
be of interest to the student, as well as to the practicing accountant. 
Commencing with a chapter showing the distinction between charges 
of capital and revenue, there follows an article on depreciation. The 
general characteristics and the interpretation of balance sheets is the 
subject of the next chapter and better to illustrate the matter a com- 
parative balance sheet is given which is thoroughly analyzed. The 
principles of cost accounting are gone into in a general way, but of 
course space would not permit the author to go into much detail in a 
work devoted to general accounting. 
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Among the interesting chapters of the book may be mentioned the 


following: “The Relation of Principal and Interest in Valuation,” “ The 
General Principles of Capitalization,” “Railroad Accounting,” “ Account- 
ing in Reorganizations,” “Some General Principles illustrated in Bank 
Accounting,” “Trust Accounting,” “Some Peculiarities of Accounting 
for Insurance and for Life Tenures,” and “Some General Principles 
Illustrated in Factory Accounting.” 


In addition to the chapters mentioned above the author has added 
several appendices which include a number of forms to illustrate further 
the principles explained in the first part; also some valuable formule 
which may be used in calculating annuities, depreciation, etc. 


The book, as a whole, is excellent and will prove a valuable addi- 
tion to any library, as more care has been shown in its preparation than 
is the case in a number of works on accounting recently published in 


this country. 
. G. 


MONEY, BANKING AND FINANCE. By Albert S. Bolles, Ph. D.,LL. D. 
American Book Company, New York. 335 pages. Price $1.25. 


Dr. Bolles is well known as a writer upon banking matters. He has 
given in this book an excellent elementary treatment of the practical 
relations of the three subjects appearing in the title. If the purpose of 
the book were to discuss or even impress the theoretical side of these ques- 
tions, some adverse criticism could be advanced. For example, the open- 
ing words, which define the business of banking as relating to the keeping 
and use of money, obscure the essential work of banks as dealers in 
credit. But the author has let this side of the subject to more advanced 
works as he has likewise left the question of intricate methods of bank 
bookkeeping. The appearance of a book of this type impresses the fact 
that business is being rapidly moulded into a science. And whereas we 
were satisfied several years ago to pass over the subject of dnance with 
a few brief pages upon the history of the subject, we are today demand- 
ing special treatises upon all phases of the work. Dr. Bolles has recog- 
nized that there is an intermediate place between the highly technical part 
of analytical banking on the one hand, and the highly theoretical side of 
the nature of money and credit, on the other. Moreover, he has realized 
that the class of readers to whom such a book must appeal would not be 
economists or expert accountants. He has, therefore, given us a book 
freed from unmeaning terms, yet he has retained the pointed phrase and 
virile thought found in the business world. Hence, to the student of 
banking and the bank clerk this book will appeal as being especially 
useful. 


A few of the chapter headings will suggest the scope and nature of 
the contents. How a Bank is Organized, Shareholders’ Annual Meeting. 
Bank Circulation, Deposits and Depositors, Loans, The Law Relating to 
Negotiable Paper, Directors, The President, The Cashier, The Paying 
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Teller, The Receiving Teller, The Note Teller, The Discount Clerk, The 
Bookkeeper, etc. etc. 

Special chapters are given to the savings bank and the clearing houses, 
while the last five chapters are concerned with the financial undertakings of 
private banks and trust companies. These chapters are especially appro- 
priate since they round out the treatment of a modern practice of great 
importance to the public and to bankers. 

L. G. 


THE SPIRITUAL SIGNIFICANCE OF MODERN SOCIALISM. By John 
Spargo, Published by B. W. Huebsh. New York. 1908. Price soc 
net. 


The structure of business organization is continually undergoing modi- 
fications. Most changes are an outgrowth of practical necessities and 
the evolution is so slow that the participants in the movement hardly 
realize that any change has been effected. These changes are of two 
kinds: first, those which affect the superstructure of the organization 
such as the shifting of market centers and co-operation in the field of 
capital or labor, as the trust and the labor union; second, there are those 
movements which are directed against the foundations of industrial 
society, and which, by uprooting the foundation, hope to kill the spirit 
which animates business enterprise. 

The groundwork of modern business is private capital, and the spirit 
of economic activity is found in the word profits. Those who attack 
these fundamentals generally have in mind, as a contrast, the condition 
of affairs which exised under the early system of handicraft industry. 
Here the craftsman produced with his own hand, and his own capital, and 
received the whole product of his labor. Then the “artificer could carve 
into his daily work anything of the dream which his heart might hold.” 
The gradual divorcement of the laborer from his tools and the passing 
of these latter into the hands of the capitalist class have brought about 
the degradation of the working classes. It has despiritualized democracy 
and eaten out of all religions the “ motor-power which makes for brother- 
hood.” To restore these attributes and save the world, according to Mr. 
Spargo, is the mission of socialism. 

“To free the wage-worker from economic exploitation is indeed the 
primary object, the immediate aim, of Socialism, but it is not the sole 
object. It is not the end, but the means to an end that is far higher, 
the liberation of the soul.” (P. 62.) 

Mr. Spargo has kept well within the title of his book. “ Pro- 
paganda,” is not mentioned. This makes the book not only the 
more readable but the more acceptable. It enables the author to bring 
into clear relief the philosophical import of Socialism without the entangle- 
ments of the practical methods of attaining its ideals. Many common 
misconceptions concerning the attitude of Socialism toward cherished 
institutions and ideals of society such as “religion,” “marriage,” “the 
dull level of life,” etc., are corrected by the author. Little criticism of 
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the book can be offered. It does not differ from hundreds of others 
whose authors, not socialists, have burned with high ideals—every one 
of which Mr. Spargo embraces in his creed—and the sense of wrongs 
unrighted, and the sight of misery unrelieved. 


ELECTRIC RAILWAY AUDITING AND ACCOUNTING. By Wm. H. 
A sey r., McGraw Publishing Co., New York. 1908. 157 pages. 
ice $2.00 net. 


The author states that, with the exc.,.‘ion of the forms, which are repro- 
ductions of those in actual use by electric railway companies, the methods 
described in this book are not those in use by any particular company. 
“He has attempted to group the best ideas and to combine them in a 
harmonious whole.” 

In addition to dealing exhaustively with the subject of “ electric railway 
accounting” proper, the author has added a chapter on graphic statistics 
and another one on reserves and sinking funds. In a separate chapter 
the author treats of the classification of accounts. He advocates the 
classification adopted by the National Association of Railroad Commis- 
sioners and gives the main and sub-divisions of this classification. 

The book also contains about 50 standard forms in use by electric rail- 
way companies. 


HANDBOOK OF GERMAN COMMERCIAL CORRESPONDENCE. By J. 
Bithell, M. A. Longmans, Green, & Co. 1908. 228pp. 


This book, written by Mr. Bithell, who is a lecturer at the University 
of Manchester in England, contains much valuable material for the 
student of the higher German commercial technique. It is by no means 
merely an introduction to the subject, and the student must bring with 
him a fairly thorough understanding of German grammar, a good reading 
vocabulary, and some idea of English commercial correspondence. The 
explanations are all in German; even the vocabulary gives many words 
with only the German synonyms and no English equivalent. The open- 
ing chapters deal with copious illustrations of correct introductions to com- 
mercial letters, the proper closing, circular letters, notices, advertisements, 
and applications for positions along business lines. Then there are 
chapters devoted to commercial law, transference of goods, telegrams and 
cablegrams, the commission business, orders, bills, letters of complaint, 
insurance, transportation, letters of credit, and remittances. In the clos- 
ing chapters we find explanations and illustrations of bills of exchange, 
bankruptcy, market reports, bills of lading, warehouse receipts, adjust- 
ments, accounts of sales, memoranda of expenses, bills of entry, orders for 
collection, checks, and post office orders. 

There are a number of English letters for translations into German. 
The book would be a capital one to use in advanced high school and uni- 
versity classes. It is, however, not a commercial reader, but just what 
its title indicates—-a handbook of commercial correspondence. 
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Epirep py CHARLES W. GersTeNnBerRG, LL.B. 


The Accountant as an Expert Witness. 


The fact that many so-called expert witnesses have been and are 
charlatans is no reason why experts’ opinions within their proper sphere 
are not of more value than those of ordinary observers. An ingenious 
writer in pointing out that the professional man is apt to pay more 
attention to details, which to the ordinary witness seem insignificant, 
illustrates his contention by an example from the New Testament. “ St. 
Luke, a physician, testifies that the man’s right hand was withered (Luke 
vi, 6), while St. Matthew and St. Mark tell us only that his hand was 
withered. (Matt. xii, 10; Mark iii, 1-5.) ” 

Nor is the fact that the expert is paid by the side whose contentions 
he upholds sufficient to bring opprobrium on the character of every one 
who essays to enter the field of expert testimony. The fact is that repu- 
tation counts here as in other places, and that special knowledge should 
be heard with deference and paid for. Every man is worthy of his hire, 
and this applies to the accountant giving an expert opinion as it does to 
medical or other experts. “Men who have informed themselves by long 
and patient study and observation in any particular department of art 
or science can not be compelled to come into court and give their opinions 
as experts on controverted questions for the ordinary witness fees. They 
have the same right to charge for their advice and opinions as other pro- 
fessional men.” Harvey vs. EvANSVILLE, ETC., STEAM Packet Co., 8 Bliss. 
(U. S.) 90. 

How can an accountant qualify as an expert? Who is an expert? 
We read in Stephen’s Digest that “when there is a question as to any 
point of science or art, the opinions upon that point of persons especially 
skilled in any such matter are deemed to be relevant facts. Such persons 
are hereinafter called experts. . . . The words ‘science or art’ 
include all subjects on which a course of special study or experience is 
necessary to the formation of an opinion.” 

Usually the expert’s opinion is brought before the jury by means of 
a hypothetical question, based on facts already proven. The grounds of 
the expert’s opinion may be given even to the extent of performing experi- 
ments of demonstration before the court. McKay vs. Laser, 121 N. Y., 
477. 
The accountant may qualify as an expert in the matter of stock and 
bond values. In these cases he would testify from his knowledge of the 
market rather than from any mathematical calculations. In other words 
he testifies to a fact rather than to an opinion. JoHNson vs. CHICAco, 
etc., R. Co., 37 Minn., 519. Where there is no open market the value 
can be demonstrated in other ways. 

Another important question that should engage the expert account- 
ant’s attention is that of solvency. A mere expert opinion as to a person’s 
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solvency would probably not be admitted. “The defendant asked H. R. 
Dixson, who was examined as an expert in the science of bookkeeping, 
this question: Do the books show whether on the 30th of June, 1857, 
the firm was solvent? The court held that the answer to this question 
was inadmissible inasmuch as the witness; notwithstanding his expert 
knowledge, should have pointed out the facts and allowed the jury to 
draw their own conclusions.” Presse & Bxrooxs Paper Works vs. WILLET, 
1 Robertson’s Reports (N. Y.) 131. In Tompson vs. Hatt, however, 
the witness was allowed to testify as to the ability of a certain person 
to pay his debts, if, after so testifying, he related the facts showing an 
intimate knowledge of the debtor’s financial affairs. Tompson vs. HALL, 
45 Barb. (N. Y.) 214. And so a person who has known another for 
four or five years and has sold him goods on credit and has seen state- 
ments of his profits may testify to the question: “ Did you learn at that 
time what H. was reputed to be worth?” IsEtin vs. Peck, 2 Rob., 629. 
But a mere calculation based on general knowledge of a certain business 
is inadmissible. Bartiett vs. Decreet 4 Gray (Mass.) 111. And so the 
same is true of the mere opinions of witnesses in regard to the insolvency 
of a company without referring to the facts on which their opinions 
are founded. Brunprep vs. Paterson MacHIne Co., 4 N. J. Eq., 204. 
The question of the exclusion of testimony is one that is always con- 
fusing, not alone to the lay mind, but to the lawyer. The broad principle 
is that witnesses must testify to facts, and that the jury has the exclusive 
ght and duty to draw inferences therefrom, but as pointed out by Stephen 
in the quotation above referred to, inferences in certain matters are diffi- 
It to formulate by people not skilled in a particular art or science, and 
when those inferences are to be drawn the jury may be assisted by the 
estimony of experts. The point at issue, then, is always can the jury, 
composed of men of ordinary affairs, draw inferences without the assist- 
ance of experts? If they can, merely the facts can be shown to the court, 
and the jury must make its own deductions. There is an interesting case 
for the accountant which illustrates the limitations placed upon him as an 
expert testifying as to matters on which he is supposed to have peculiar 
and expert knowledge. We quote from the reporter’s head note to 
CarPENTER vs. Leonard, 3 Allen (Mass.) 32: “In an action by the 
assignee of an insolvent debtor, in which he seeks to set aside a mortgage 
of land, as a preference, it is competent for the tenant, for the purpose of 
showing that he had no reason to believe the mortgagor to be insolvent, 
to prove representations made to him eighteen months before by the 
mortgagor as to his means and ability to carry on business, in reply to 
inquiries made by him prior to forming a partnership with the mortgagor, 
if coupled with proof that since then neither the firm nor the mortgagor 
has met with losses; but it is not competent to put in evidence the opinion 
of one who has examined the books and papers of the firm, and cast up 
the receipts and disbursements, having no means of knowing whether they 
were complete or correct except by information from the tenant for the 
purpose of showing that there had been no loss in business.” 
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Such, then, are the limitations placed upon the province of the expert. 
That these limitations are founded in reason is shown by Judge Earl in 
Fercuson vs. Huppert, 97 N. Y., 507 at page 514: “Where witnesses 
testify to facts they may be specifically contradicted, and if they testify 
falsely they are liable to punishment for perjury. But they may give 
false opinions without fear of punishment.” 

Judge Roosevelt in Atston vs. Jones, 17 Barb., 276 at page 295, has 
added: “An ounce of fact is worth a pound of opinion.” The prejudice 
against expert evidence has been classically summed up by Judge Peck- 
ham in Roperts vs. N. Y. Ex. R. Co., 128 N. Y., 455 at pages 464 and 474. 

“ Expert evidence, so called, or, in other words, evidence of the mere 
opinion of witnesses, has been used to such an extent that the evidence 
given by them has come to be looked upon with great suspicion by both 
courts and juries, and the fact has become very plain that in any case 
where opinion evidence is admissible the particular kind of an 
opinion desired by any party to the investigation can be readily pro- 
cured by paying the market price therefor. . . . He (the expert) 
comes to the stand to swear in favor of the party calling him, and it may 
be ao always justifies by his works the faith that has been placed 
in him. 

An interesting example of the shortcomings of expert evidence is that 
given by Parker in his “Reminiscences of Rufus Choate,” quoted in 
Wellman’s “ The Art of Cross Examination.” 


“We heard Webster once, in a sentence and a look, crush an hour’s 
argument of Choate’s curious workmanship; it was most intellectually 
wire-drawn and hair-splitting, with a Grecian sophistry, and sublety the 
Leontine Gorgias might have envied. It was about two car-wheels, which 
to common eyes looked as like as two eggs; but Mr. Choate, by a fine line 
of argument between tweedle-dum and tweedle-dee, and a discourse on 
‘the fixation of points’ so deep and fine as to lose itself in obscurity, 
showed the jury there was a heaven-wide difference between them. 
‘But,’ said Mr. Webster, and his great eyes opened wide and black, as 
he stared at the big, twin wheels before him, ‘gentlemen of the jury, there 
they are—look at ’em;’ and as he pronounced his answer in tones of 
vast volume, the distorted wheels seemed to shrink bac‘ again into their 
original similarity.” 

The truth remains, however, that the accountant who has had a long 
and honorable career in his profession may add to his reputation and to 
his fortune by interpreting for juries facts, which to them, if left unex- 
plained, could carry no meaning. 

This field, however, is not open to any one who must leave unexplained 
his whereabouts during any considerable period of his life. The court 
has power to inquire into the past of every expert, and to give little 
weight to the wisdom of strangers without perfect references. SHARON 
vs. Hit, 26 Fed. Rep., 337, 358. 


Bankruptcy and National Bank Loans. 


A letter addressed to the Inquiry Department of the Accountancy 
Publishing Company (S. F. R. Seattle, Washington), propounds two 
questions. 


Legal Depariment. 


“TI. A person is declared a bankrupt and according to his books he 
owes another party $1,000. That party also owes him a similar sum. 
Will one account be allowed to apply on the other, or will the charge 
be collected in full and the credit be considered as a separate debt of 
the bankrupt?” 

Answer to this question will be found in Section 68 of the Bankruptcy 
Act of 1898, which is as follows: 

(a) In all cases of mutual debts or mutual credits between the estate 
of a bankrupt and a creditor the account shall be settled and one debt 
shall a set off against the other, and the balance only shall be allowed 
or paid. 

(b) A set off or counterclaim shall not be allowed in favor of any 
debtor of the bankrupt which (1) is not provable against the estate; 
or (2) was purchased by or transferred to him after the filing of the 
petition or within four months of such filing with a view to such use 
and with knowledge or notice that such Seavust was insolvent or had 
committed an act of bankruptcy. 


For definitions and interpretations see 5 Cyc 379-382; Collier on Bank- 
ruptcy, 573-579. 

“II. Is there any restriction placed upon banks in the matter of 
security they may accept on loans (National banks).” 

Section 5136 of the Revised Statutes enumerates the powers of 
National banks, the seventh being: “To exercise by its board of 
directors, etc, . . . such incidental powers as shall be mecessary 
to carry on the business of banking; by discounting and negotiating 
promissory notes, drafts, bills of exchange and other evidences of debt; 
by receiving deposits; by buying and selling exchange, account and 
bullion; by loaning on personal security, etc.” 

Section 5137 of the Revised Statutes prohibits a national bank from 
taking real estate or mortgages as security for present loans, but allows 
the bank to take them for past debts and directs that they shall be 
disposed of within a period of five years. (71 N. Y., 161.) 

Many cases have been reported in the State and United States Courts 
affecting this section of the Revised Statutes. For instance, it has been 
held that mortgages given to National banks to secure contemporaneous 
loans on money are not void but voidable only, and that the only ome 
who can object is the government. GraHAM vs. NATIONAL BANK OF 
New Jersey, 32 N. J. Eq., 804. The remedy which the government can 
pursue is that of compelling the borrower to return the money and of 
taking away, on proper proceedings, the bank’s charter. WALDEN 
NATIONAL BANK vs. Bircu, 130 N. Y., 221. GENESEE NATIONAL BANK VS. 
Wurrney, 103 U. S., 90. 

Under the well established principle of ultra vires where a National 
bank has made a loan upon a real estate mortgage, its want of power 
to take such a security is not a defense to the mortgagee in a suit by the 
bank to foreclose the mortgage. NationaL BaNK vs. MATTHEWS, 98 
U. S., 621. See also 54 Minn., 2109. 

Section 5201 of the Revised Statutes provides: “No association 
shall make any loan as discount on the security of the shares of its own 
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capital stock, nor be the purchaser or holder of any such shares, unless 
such security or purchase shall be necessary to prevent loss upon a debt 
previously contracted in good faith and stock so purchased or acquired 
shall within six months from the time of its purchase be sold or disposed 
of by public or private sale; or in default thereof a receiver may be 
appointed to close up the business of the association, according to sec- 
tion 5234.” 

It was held in Nationa BanK vs. Case, 99 U. S., 628, that a 
National bank can hold shares in another National bank. See 167 U. S, 
362; 11 Wall., 369; 18 Wall. 580; 45 N. Y., 655; 38 N. J. Eq., 340; 
2 Biss., 527; 107. U. S, 676; 11 Wall., 360; 45 N. Y., 655; 63 Me., 500; 
130 N. Y., 221; 13 National Bankruptcy Register, 34; 24 Fed. Rep., 1628; 
84 Fed. Rep., 111; 96 U. S., 628. 

Section 5,200 of the Revised Statutes provides: “The total liabili- 
ties to any association, of any person, or of any company, corporation or 
firm for money borrowed, including, in the liabilities of a company or 
firm, the liabilities of the several member thereof, shall at no time exceed 
one-tenth part of the amount of the capital stock of such association 
actually paid in. But the discount of bills of exchange in good faith 
against actually existing values, and the discount of commercial or 
business paper actually owned by the person negotiating the same, shall 
not be considered as money borrowed.“ See 96 U. S., 640; 147 Mass., 
541; 77 Pa. St., 96; 29 Fed. Rep., 734; 2 Abb. U. S., 424; 45 Neb., 444; 
12 Kans., 238; 23 Ohio St., 97. 

A good text book on National banks is that entitled “ Pratts’ Digest 
of National Banking Laws,” published by A. S. Pratt & Sons, National 
Bank Agents, Washington, D. C. It is barely possible that our inquirer’s 
bank may be able to obtain a gratuitous copy for him from the publishers. 
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Conpuctep By Leo GREENDLINGER, M. C. S. 


Criticism and exchange of ideas will clear many a doubt and at the same time improve 
shortcomings. To solve, compare, and criticise C. P. A. problems, and thereby to aid in 
bringing about a uniform American standard for C. P. A. examinations, is the object of this 
department. With the aid of suggestions and criticism from the professional brethren, it 
can undoubtedly be achieved. Inquiries will be cheerfully answered. 


The following are the papers set by the Rhode Island State Board 
of Accountancy, and by the Board of the State of Washington, respec- 
tively, at their latest examinations. It will be useful for our readers to 
contrast and compare the prevailing standards of the two states so far 
distant geographically. 


STATE OF RHODE ISLAND. 
First Accountant Examination. 
THEORY OF ACCOUNTS. 
Thursday, December 26, 1907—9:30 A. M. to 12:30 P. M. only. 


Answer questions 1, 4, 5, 10, and 14, and five others, but no more. 
Answers in excess of the number required will not be considered. Do 
not repeat questions but write answers only, designating by number as in 
question paper. 


(1) Define the term “bookkeeping.” What two objects are sought 
to be attained by it? 

(2) What is (a) a journal, (b) a ledger? 

(3) What is (a) a balance sheet, (b) a trial balance? 

(4) How is the profit or loss arrived at from a set of books? 

(5) Name the different classes of accounts and define each of them. 

(6) State the process of closing a ledger and show what is meant 
by a balance account. 

(7) Why must the revenue account be completed before a balance 
sheet can be prepared? 

(8) What are the advantages of a columnar cash book? 

(9) Describe the system of running a discount column in the cash 
book and show how the entries are made both in the general ledger 
and in the subsidiary ledger. 

(10) What do you understand by a trading account? 

(11) How would you record a consignment in the books of (a) 
the consignor, (b) the consignee? 

(12) In the case of a partnership how would you dispose of the 
balance of the profit and loss account? 

(13) Name and define (a) the two classes of receipts, (b) the two 
classes of expenditures. 

(14) What do you understand by a self-balancing purchase ledger? 
Describe fully the method of keeping it. 

(15) The following accounts are found in the books of a corporation; 
state which of them would enter the profit and loss account and balance 
sheet, and which would show debt and credit balances; reserve fund, 
depreciation on furniture, bad debt reserve, bond redemption account, 
bills receivable, rent of properties owned, dividend on preferred stock. 
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AUDITING. 
Friday, December 27, 1907.—9:30 A. M. to 12:30 P. M. only. 


Answer questions 5, 7, 8, 10, and 15, and five others but no more. 
Answers in excess of the number required will not be considered. 


(1) What is your understanding of a cash audit? 

(2) What measures do you adopt to protect yourself against imposi- 
- by persons who have access to the books while you are auditing 

em? 

(3) What proofs do you apply to insure the correctness of an audit? 

(4) A company owns all of the capital stock of another company. 
This company has outstanding an issue of bonds not guaranteed by the 
company holding the stock. The assets of this subsidiary company are 
deemed insufficient to cover the bonds, so that its capital stock has no 
value. The owning company desires the auditor to prepare its balance 
sheet, setting up the assets of this subsidiary company along with other 
assets directly owned and the bonds as liabilities. Is it proper for him 
to do so under the circumstances? Give reasons for your answer. 

(5) What do you consider a complete checking of (a) the general 
journal, (b) the purchase journal? 

(6) What is your method of checking dividends paid? 

(7) A New York company sells its capital stock at a premium and 
the directors pass a resolution to declare a dividend out of the surplus 
thus paid in. Would you call attention to this action if asked to make 
up he accounts, and if so, why? 

(8) In examining the books of a corporation you find that an officer 
is a partner in a business from which the corporation makes purchases. 
Upon scrutiny you find that all the transactions are at proper figures. 
Would you under such conditions call attention to the fact when making 
your report to the directors? 

(9) A concern owns a parcel of real estate which cost it $500,000. 
There is a purchase money on it of $350,000. You are asked to enter 
the same in the balance sheet of $350,000 net. Would you comply with ~ 
this request? Give reasons for your answer. 

(10) A person is interested in the profits of a corporation but is not 
a shareholder therein. He objects to having the preliminary expenses 
enter into the profit and loss accounts. Is his position tenable? Give 
reasons. 

(11) A manufacturing concern buys raw material in advance for 
its needs. These are liable to fluctuations. At what prices should they 
be inventoried? Why? 

(12) Under the law permitting payment of dividends solely out of 
surplus earned, a corporation pays a dividend out of general surplus 
after carrying its losses for the period against the account. Would you 
make mention of the fact in the recital accompanying your statements 
or would you let it go without specific mention? Give reasons. 

(13) Three months after the close of the fiscal year you are requested 
to audit a set of books to the end of the fiscal year. How do you ascer- 
tain if the cash called for by the books was actually on hand and in bank? 

(14) A teller is found to be short in his cash. He has been in the 

sition for a period of three years and has a daily record of cash on 
hand. His bond of suretyship antedates the discovery of the shortage 
by a period of six months, and it contains a clause that the surety shall 
not be liable for a shortage existing at the date the bond became effective. 
You are employed by the surety to ascertain if the shortage falls within 
the period of the bond. What steps would you take? Do you think 
that you would be successful? 

(15) What is the objection to loose leaf depositors’ ledgers? 
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PRACTICAL ACCOUNTING. 
Thursday, December 26, 1907.—1:30 to 4:30 P. M. only. 


Candidates must answer questions 2-3 and either questions 1 or 4. 
Answers in excess of the number required will not be considered. 


(1) An issue of $250,000 fifty year bonds, dated July 1, 1904, is 
redeemable by a sinking fund into which annual cash installments are 
to be paid by deposit of funds in a trust company which allows interest 
at the rate of two per cent. per annum, credited January 1 and July rt. 
Separate books are to be kept solely for recording the sinking fand 
operations. The fund so created is to be invested in interest-beari 
securities, and the income therefrom is to be applied to the reduction o 
the succeeding annual installments. 

On July 1, 1905, the first installment of $5,000 was paid into the fund, 
and on the same day the following investments therefor were made: 

Two five per cent. bonds of $1,000 each April 1, and October 1, at par 
and accrued interest. 

Two six per cent. bonds of $1,000 each, May 1 and November 1, at 
$110 and accrued interest. 

On July 1, 1906, the second installment was duly deposited to the 
credit of the fund, and on the same day the five per cent. bonds, pur- 
chased in the previous year were sold at 101 and accrued interest, and 
other investments were purchased as follows: 

Two six per cent. bonds of the same issue as those purchased in the 
previous year at 105 and accrued interest. 

Five four per cent. bonds of $1,000 each, Feb. 1 and Aug. 1, at 98 and 
accrued interest. 

The income from all investments was regularly received and deposited, 
and the value of the six per cent. bonds purchased in 1905 was written 
down to conform to the value of the bonds of the same issue pu 
in 1906 at the same time of said letter purchase. 

Frame journal entries and write up the sinking fund ledger accounts 
showing the amount of the cash installments, payable on both July 1, 
1906, and July 1, 1907, and the status of the sinking fund at said dates. 

(2-3) The affairs of Peter Post, a manufacturer, were in a very 
critical condition, for although he had an wnimnaired investment of 
$62,500, and his books showed a clear increase of $6,022, he owed his 
trade creditors $25,289 and had only $205 in cash and $4,062 in receiv- 
able book accounts on which to rely for funds. The rest of his business 
estate was tied up in the following chattels which he had acquired in an 
effort to keep pace with a business growth that had outrun his capital; 
machinery and tools $31,497; raw materials $18,838; partly made goods 
$31,562, and finished wares $7,587. It was also necessary in order to con- 
tinue operations to have immediate cash for pay rolls and incidental 
expenses. 

A meeting of his principal creditors was called and as it appeared that 
the business was well established, profitable and had a sure and growing 
market, they decided to advance him $6,000 in cash for immediate needs 
and extend his credit in a sufficient amount to permit of the purchase 
of necessary materials and generally to continue operations till the 
present stock of materials could be made up and realized wun. 

In order to insure the proper application of the funds and credit so 
provided, a trustee was appointed to administer the finances till the 
creditors’ claims were satisfied, at which time the control would revert 
to the proprietor. 

The subsequent operations under the trusteeship were as follows: cash 
paid for labor $15,725; for expenses $5,430; for additional tools $750; 
purchases on book account, charged to materials $6,300, to expenses 
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$15,000; sales on book account $72,300; loss on collection of book debts 
$380; personal drawing of Peter Post $3,500. 

The unliquidated values at the close of the trusteeship were as fol- 
lows: inventory of raw materials $5,000; finished wares $27,900; accounts 
receivable outstanding $3,382, and accounts payable 

Prepare with due regard to the grouping, order, and arrangement of 
the items, as best calculated clearly to display the facts, (@) realization 
and liquidation account, (6) trustee’s cash account, (c) balance sheet 
of business as restored to Peter Post. 

(4) The Nassau Engineering Company fails and a receiver is 
appointed on March 1, 1907, who on taking charge finds the company’s 
liabilities and assets to be as follows: creditors unsecured $59,100; partly 
secured $16,500, fully secured $13,500. The company owns real estate 
$15,000, which is mortgaged for $10,000; machinery and tools, $30,000; 
materials, $3,000 and book debts $0,000, including $2,500 in litigation, on 
which a loss of fifty per cent. is expected; also securities of the value 
of $22,500 required in settlements, of which $7,500 are pledged with 
partly secured creditors and $14,000 with fully secured creditors. These 
are engineering contracts in force to the amount of $60,000 on which 
$45,000 has been expended.) Cash in bank $750. The capital stock of 
the company is $75,000, and the accumulated losses on contracts, bad 
debts, written off, and expenses show a deficiency of $48,850. Customer’ 
bills have been discounted to the amount of $4,500, of which $1,500 will 
be dishonored in consequence of failure of obligor. The machinery and 
tools are expected to realize only fifty per cent. of the book value and 
the real estate is appraised at $12,000. The cost to complete contracts 
is estimated at $30,000 by the securities, who offer $2,250 for the stock 
of materials on hand. Unpaid taxes and assessments amounting to $216 
are discovered but no entry thereof appears in the company’s books. 

Prepare a statement of affairs and deficiency account in technical form. 


COMMERCIAL LAW. 
Friday, December 27, 1907—1:30 P. M. to 4:30 P. M. only. 


Answer questions 1, 4, 5, 8, 12, and four others but no more. 
Answers in excess of the number required will not be considered. 


(1) What is meant by the term “rebate” ? State a common method 
or misuse of rebate. 

(2) Define the term “ directors.” 
“—~ (3) What is an account stated, and what is its legal effect? 

(4) Explain the term “primage™ as originally known, and state its 
modern use. 

(s) State clearly the meaning of general average and particular 
average. 

(6) Give a succinct but clear idea of commercial paper. 

(7) What is meant by the term “commercial law”? State its 
fundamental features. 

(8) Define the term “commissions,” and state what is meant by “ del 
credere ” commission. 

(9) What is meant by the term “replevin” ? State its legal scope 
and limitations. 

(10) What is lien? Name and describe each kind of lien. 

(11) What are National banks? What were the conditions incidental 
to the establishment of National banks? How is a National bank 
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and those of a trust company differ, and what is the liability attaching to 
stockholders in each? 

(13) How and when will bills receivable become bills payable? 
Explain fully, and give example in a legal sense. 

(14) Give in a general manner requirements of the law governing 
the organization of corporation in the State of Rhode Island, and state 
what class of corporations can be organized under the general laws. 

(15) State briefly the nature of the Rhode Island Mechanic’s Lien 
Law, and when and how the law becomes operative. 


STATE OF WASHINGTON. 
State Board of Accountancy. 
Examination Questions. 
August 6, 7, and 8, 1908. 


Extract from rules of the board: 
Rule 1o—“ The Board will grant certificates only to those applicants 
who shall correctly answer at least 75 per cent. of all the ques- 
tions on each and every subject of examination.” 


THEORY OF ACCOUNTS. 
Thursday, August 6—9 A. M. to 12:30 P. M. Answer Six Questions. 


(1) (a) Define gross profit. 
b) Define net profit. 
c) Without using figures, draft a profit and loss account in which 
gross profits are distinguished from net profits. 

(2) What general principles should be observed in differentiating 
between capital and revenue expenditure? 

(3) A corporation having acquired a manufacturing plant, discards, 
shortly after its acquisition, a large portion of the machinery and replaces 
it by machinery of a more modern type. (a) What do you consider 
is the correct method of dealing on the books with the book value of the 
discarded machinery? (b) Do you consider that it would be proper for 
the corporation to pay dividends until the book value of the discarded 
machinery had been written off out of profits? Give full reasons for 
your answers. 

(4) (a) Arrange a plan for keeping a private ledger with which the 
general ledger will agree and yet in no way reveal the contents of the 
private ledger. 

(b) What matters are usually recorded in the private ledger? 

(5) Describe the nature of the following accounts: 

Consignment. 
Trading. 
Suspense. 
Construction. 
Subscription. 

(6) (a) What should be done regarding the books cn the admission 
of a new partner into a firm? 

(b) What entry or entries should be made (1) when cash is invested 
in the business by an incoming partner? (2) When a specified amount 
is paid by an incoming partner to the old members personally for a 
share in the business. 
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(7) What should be the procedure in ascertaining the value of stock 
on hand at the time of a fire, the financial books being intact and show- 
ing an inventory taken four months before the fire? Without using 
figures, draft a statement in the form you would consider most suitable 
for setting forth your findings. 

(8) After appraisement, a manufacturing corporation increases the 
book value of its real estate to the appraised figure, carrying the amount 
of the appreciation to undivided profits account. Shortly afterwards 
the corporation declares a dividend, to pay which a part of the real estate 
appreciation is required. Do you consider that the corporation is justi- 
fied in treating appreciation of real estate as an earned profit (assuming 
the real estate to be used for the purpose of the business) and in pay- 
ing that appreciation out as dividend? State fully reasons for your 
answer. 


PRACTICAL ACCOUNTING—(PART I). 
Thursday, August 6.—2 P. M. to 5:30 P. M. Answer Two Questions. 
Notice to Candidates: 
The board has decided, in connection with the practical accounting 
papers set at the present examination, that correct answers to 66% per 
cent. (for two out of three) of the questions asked will constitute a pass. 


(1) A & B were partners, trading under the name of A, B & Co. 
June 30, 1908, the following balances appear on their ledger: 


44,000.00 
2,000.00 
Accounts  §0,000.00 
Materials and merchandise.................. 53,000.00 
48,000.00 


On June 30, 1908, the business is incorporated as the X Company, 
on the following plan: 

(1) Capital stock $150,000. 

(2) X Company takes over entire assets and liabilities of A, B & Co., 
at the book figures as above, except (a) real estate of the book value 
of $5,000, which is retained by A, B & Co., (b) the accounts receivable, 


“which are taken over at $48,000, and (c) the capital accounts of the 


partners. 

(3) X Company pay A, B & Co. $30,000 for the goodwill of the 
business. 

(4) Payments to A. B & Co. are made as follows: viz., $50,000 in 
first mortgage bonds, and the balance in capital stock of the X Company. 

(5) After paying off A, B & Co., the remainder of the capital stock 
is sold for cash to sundry persons. 

The real estate which is retained by A, B & Co., is bought from 
A, B & Co., by A for $7,000 and is to be charged to A’s capital account. 

After the completion of the foregoing described transactions, A & B 
dissolve partnership. 

You are required: 

(a) To prepare closing entries for the books of A, B & Co. 
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(b) A statement setting forth the partners’ accounts down to their 
final i beginning with the balances shown by the books on June 
I 


(c) Opening entries for the X Company. 
(2) Smith, Brown, and Jones agree to join in partnership for the 
purpose of working a patent. The patent is the property of Jones. 
Smith puts into the business in cash $10,000, and Brown $1 
Jones has no cash capital, but his patent and machinery are taken in as 
the equivalent of $7,500, and $2,500, respectively, and are credited to his 
capital account accordingly. The life of the machinery is estimated at 
ten years, and the patent has fifteen years to run. Half of the annual 
depreciation on the patent and machinery is to be charged against Jones’ 
drawing account. Jones is to draw $100 per month as manager of the 
business, and is to have one-third of the net profits (subject to deprecia- 
tion as above), the remainder of the net profits to go two-fifths to Smith 
and three-fifths to Brown. 
The profits (before charging management salary and depreciation on 
machinery and patents), and the drawings, are as follows: 
1906 1907 1908 
$7,500.00 $10,000.00 $20,000.00 
Drawings by Smith 1,000.00 750.00 1,000.00 
Drawings by Brown................ 1,§00.00 1,000.00 1,250.00 
Drawings by Jones (in excess of sal- 
ary and before charging him with 
depreciation) 500.00 400.00 450.00 
You are required to 
(a) Prepare final profit for each year, showing distribution of net 
profits to the partners. 
(b) Prepare capital accounts of the partners for each year. 
. (c) Prepare patent and machinery account for each year. 
Note.—In answering this question it is not necessary to show journal 
entries. Interest on capital is not to be considered. 
(3) The firm of C & D carry on business as dry goods merchants at 
Seattle and Tacoma, and decide to dissolve partpership on December 31, 
1907. At that date their balance sheet was as follows: 


ASSETS 


$19,250.00 
Accounts receivable 
Furniture and fixtures 
$1,700.00 
1,100.00 $2,800.00 


$42,150.00 


$ 1,050.00 
II,100.00 


$42,150.00 


The partners divide in proportion to their respective capital invest- 
ment, and agree that at the date of dissolution C shall take over the 
merchandise and furniture at Seattle, and D the merchandise and furni- 
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ture at Tacoma, at the values shown in the above balance sheet. The 
accounts receivable realize $16,000, and all the liabilities are paid less 
$300 discount on accounts payable. 

The realization is completed by June 30, 1908, and you are required 
to continue all the accounts appearing in the balance sheet up to and 
including that date, and to show the final closing of the accounts (includ- 
ing those of the partners). 


PRACTICAL ACCOUNTING—(PART II). 
Friday, August 7, 9 A. M. to 12:30 P. M. Answer Two Questions. 


Notice to Candidates: 

The board has decided, in connection with the practical accounting 
papers set at the present examinations, that correct answers to 66% per 
cent. (or two out of three) of the questions will constitute a pass. 


(4) The following balance sheets of the firm of X & Y are sub- 
mitted to you for investigation and criticism by a client who has been 
invited to purchase an interest in the business: 


Dec. 31, 1906 Dec. 31 1907 

Furniture and fixtures $7,000.00 $8,000.00 
Accounts receivable . 50,000.00 
Merchandise . 58,000.00 
Cash 8,000.00 
15,000.00 18,000.00 

Buildings 25,000.00 25,000.00 
Bills receivable 5,000.00 10,000.00 


$113,000.00 $177,000.00 


p $53,000.00 $67,000.00 
Accounts payable 65,000.00 
Real estate mortgage 5,000.00 
Bills payable 20,000.00 40,000.00 


Total liabilities $113,000.00 $177,000.00 


As a result of your inquiries, you ascertain the following facts: 
(1) The business has been established under the present ownership 
four years. 
(2) The sales and profits as shown by the books have been: 
Year ENDING 
DEc. 31. SALEs. Gross Prorits. Net Prorits. 
1904 $150,000.00 $22,000.00 $10,000.00 
1905 230,000.00 29,000.00 I 5,000.00 
1906 270,000.00 32,000.00 17,000.00 
1907 340,000.00 37,000.00 22,000.00 


(3)The book value of real estate was written up in 1907 $3,000, which 
was treated as profit for that year. 

(4) Of the accounts receivable December 31, 1907, $3,000 were bad. 
Of this amount, $2,000 related to 1907 and $1,000 to 1906 business. 

(5) There was omitted from the December 31, 1907, inventory $2,000 
of merchandise which had been paid for, and there was included in 
the same inventory $1,000 which had not yet been entered on the books. 

You are required to make in the profit and balance sheet figures as 
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above stated such adjustments as you may consider necessary, and to 
arrange the adjusted balance sheets in the form best calculated, in 
your opinion, to give a clear view of the condition of the business at 
the close of each of the two years. ; 

You are further required to make a brief report to your client com- 
menting on or calling attention to any points you may think it desir- 
able to bring especially before his notice. 

(5) The Republican Asphalt Contracting Co. is forced into liquida- 
tion: and the receiver, when taking possession, finds the books of account 
to show: 


LIABILITIES 

Creditor’s open 75,500.00 
Mortgage on real estate and improvements..... 17,500.00 
Mortgage on contracting equipment............ 7,000.00 
Capital stock subscribed............ $100,000.00 oS 

$215,500.00 
ASSETS 

Real estate and improvements................. 35,000.00 
Contracting equipment....................... 14,000.00 
Uncomplete contracts 41,000.00 
Inventory of materials and supplies............ 3,500.00 


$153,700.00 

The bondsmen on the unfinished contract estimate that an expendi- 
ture of $25,000 will complete the uncompleted contract and realize the 
contract price of $60,000, and their offer of $2,750 for the inventory 
of material and supplies as part of said expenditure, is accepted by 
the receiver. The company owes for personal taxes and adjustment 
of employer’s liability premiums, $175 and $100 respectively, and unpaid 
labor accounts amounting to $1,700, which amounts do not show on 
the books of account. 

The bills receivable amounting to $4,300 are pledged as collateral for 
$3,500 due creditors, and $20,000 of the bonds and warrants have been 
given as security for $33,000 due creditors. $1,000 of the bills receivable 
is subsequently dishonored. 

The receiver finds that $1,100 of the debtor’s accounts is collectible. 
The sale of real estate and improvements (book value $35,000) realizes 
$32,500. Manufacturing plant forty per cent. of the book value, con- 
tracting equipment thirty-five per cent. of book value. 

Prepare a statement of affairs and deficiency account. 

(6) Without using figures, devise forms of periodical financial state- 
ments (to include manufacturing account, profit and loss account and 
see sheet) for any manufacturing business wich which you are 
amiliar 


AUDITING. 
Friday, August 7.—2 to 5:30 P. M. Answer Six Questions. 


(1) What are the responsibilities of an auditor and what should 
be his qualifications? 
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(2) (a) Give some reasons why a firm or corporation should have 
periodical audits. nnn 

(b) What advantage has a firm or corporation in employing a cer- 
tified public accountant for the work? 

(c) How far should an auditor inquire into the work of his 
predecessor. 

(3) Draw up a form of certificate you would give where you found 
the accounts properly kept. Also where accounts are incorrect. 

(4) (a) Explain how you would proceed in auditing the affairs of 
a corporation. 

(b) In an audit where an exhaustive examination of the books is 
not practicable, what are the particular points to which the attention of 
an auditor should be directed? 

_ (5) State briefly your duties as an auditor in reference to the follow- 
ing matters: 

(a) Machinery, the value of which has not been regularly depreciated. 

«b) Loans from bankers. 

(c) Doubtful debts. 

(d) Goodwill. 

(6) How would you as auditor of an incorporated company, satisfy 
yourself of the existence of shares or bonds given as security for loans 
to the company? 

(7) What important items would you look for in auditing accounts 
of a county, a city and a school district? 

(8) A firm of export merchants desire a thorough investigation of 
the past year’s transactions, having reason to suspect fraud. State 
concisely upon what lines you would proceed to o-. » yourself that: 

(a) Goods had been taken out of the store on bond in the’ way 
shown by the books. 

(b) They had been shipped to account of proper consignee. 

(c) That no goods had been removed without being charged. 

(d) That no fictitious entries had been made in the books. 


COMMERCIAL LAW. 
Saturday, August 8—9 A. M. to 12:30 P. M. Answer Six Questions. 


(1) (a) What is an executor? An administrator? 

(b) What are the rights of creditors as against the estate of a 
deceased person? 

(c) Define intestate? 

(2) What do you understand by bankruptcy proceedings, and what 
effect have they on claims of creditors? 
- (3) What is a garnishment? Who, if anybody, are exempt there- 

om ? 

(4) What do you understand by exemptions of a debtor? 

(5) (a) Define a bill of exchange. 

(b) What is the difference between inland bill of exchange and 
foreign bill of exchange? 

(c) Define acceptance as used with reference to a bill of exchange. 

(6) (a) Define a negotiable promissory note. 

(b) What is the liability of a general indorser on a promissory note? 

(7) (a) By whom must all contracts, deeds, mortgages, leases and 
other instruments binding a corporation be signed? And whence do 
the signers derive their authority? 

(b) Explain the manner of issuing and of transferring the capital 
stock of the corporation, and state the principal rights acquired by stock- 
holders. 
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fc) What is the limit of a stockholder’s liability? 
8) State the essential feature of a partnership. Must each partner 
have an interest in both profits and losses? 


The examination papers of the Rhode Island State Board are inter- 
esting for two reasons. In the first place, this is the first examination 
of that State and thus in a measure discloses the standard of that board 
Second, it illustrates the futility of subdividing the examinations in 
accounting into theory of accounts, auditing, and practical accountancy. 
The paper on theory of accounts is so elementary that a reader of cur- 
rent literature on accountancy, if he has a little intelligence, could answer 
the ten questions without any special preparation. The board, however, 
is not so much to be blamed, for the questions that could properly be 
asked under theory of accounts are limited in number. An examin- 
ing board is, therefore, forced either to repeat questions that have 
already been asked over and over again, or to resort to elementary 
technicalities. It is questionable whether such questions as “Outline a 
cost system . . . ” etc, are in place in a paper on theory of accounts. 

The paper on auditing needs no comment. It is of the average type 
and much better than the paper on theory of accounts. 

The paper on practical accounting is peculiar. The board in this 
instance was evidently endeavoring to be lenient with respect to the 
time allowance. While they allowed only three hours for three problems, 
they rated a question, generally considered by other boards as one, as 
entitled to double credit. The advisabi'ty of such a method is doubtful. 
There is enough lack of uniformity without this addition. The board 
made this “doubly rated problem” compulsory. A candidate who has 
mastered the preparation of realization and liquidation accounts and of 
statements of affairs, both of which are highly theoretical, could pass this 
examination in practical accounting. The arrangement of the problems 
is confusing. The board required the preparation of a statement of 
affairs in technical form; yet the material for the preparation is so 
scattered that one needs at least fifteen (15) mintites, or one-quarter 
of the time allowance, to gather it in proper shape. 

The paper on commercial law does not touch that branch of law with 
which an accountant is concerned, but covers rather technical ground 
of little importance. Surely the question, “How and when will bills 
receivable become bills payable,” would puzzle an accountant, as he fails to 
meet such an occurrence in his practice. A merchant may pay the note of 
his customer, as indorser, but the note does not become a bill payable. 

With regard to the Washington paper on theory of accounts, we note 
that the board requires the candidate to answer six out of eight ques- 
tions, two of which (second and sixth) are repetitions, having appeared 
in previous papers. So, while the paper as a whole is perhaps fair, its 
standard is depreciated by this fact. 

The paper on practical accounting, if it were not for the change in 
rating, would be fair. It is of a general nature and actually does test 
the candidate’s ability as an accountant, which is not the case with the 
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Rhode Island paper. We do not question so much the advisability in 
itself of passing candidates with a percentage mark of 66%; in fact, 
many universities confer degrees on students who receive less than this 
mark at examinations. We do, however, question the step in this instance, 
on account of its non-uniformity with the practice of other boards. 

The paper on auditing needs no comment on the make up. It is, 
however, doubtful whether, in view of the fact that the majority of the 
boards ask ten (10) questions, the Washington board takes the right 
step in asking only six questions and allowing three and one-half hours. 
The same comments also apply to the paper on commercial law. 

Summing up, we find that the rating of answers to C. P. A. ques- 
tions is non-uniform. The time allowance differs widely, one board 
allowing on comparatively easy questions or problems more time than 
other boards allow on a highly difficult paper. The questions which 
could and which ought to be asked in a paper on theory of accounts 
have been apparently about exhausted. It is a common and true remark 
that there is nothing to be classified under theory which is not a repeti- 
tion, unless, of course, irrelevant questions, belonging to practical 
accounting rather than to theory of accounts, are included. This empha- 
sizes the wisdom of having one paper on accounting rather than three. 
The change would tend to make easier the establishment of a uniform 
standard and would indirectly prevent the conferring in some states of 
C. P. A. certificates of questionable merit. 


Firm Changes. 

Lybrand, Ross Brothers and Montgomery, certified public account- 
ants, Philadelphia and New York, announce that they have opened an 
office in the Union Bank Building. Pittsburgh, Pa. with Mr. Walter 
A. Staub, C. P. A., as manager. 


F. F. Judd & Company, certified public accountants, New York, have 
opened a Chicago office in the New York Life Building, 171 La Salle 
Street, Chicago, 


Mackay, Irons & Co., have assumed as a partner, Mr. David Elder, 
chartered accountant, who has been in their service for several years. 


Mr. William Leslie, C. A., who has recently retired from the firm 
of Mackay, Leslie & Co., announces that he is continuing the practice of 
his profession at 346 Broadway (New York Life Building), under the 
name of Leslie & Co. 


The practice of Vollum, Fernley & Vollum, C. P. A.’s, and of William 
W. Rorer, C. P. A., both of Philadelphia, have been consolidated under 
the firm name of Vollum, Fernley, Vollum & Rorer, with offices at 907-912 
Betz Building, Philadelphia, Pa. 
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